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IS ACCOUNTANCY A SCIENCE? 


ARTHUR C. KELLEY 


chemistry, and astronomy, deal with 

the phenomena of nature and are 
concerned with the discovery and formu- 
lation of general laws or principles which 
describe and explain events occurring in 
nature. Due to the profound discoveries of 
natural scientists, it is possible now not 
only to explain past events but also to pre- 
dict future events, such as an eclipse of 
the sun or the lifting power of a new type 
of airplane. The achievements of scientists 
in understanding and harnessing the pow- 
ers of nature are indeed astounding. 

With regard to the social sciences, such 
as economics, sociology, politics, and an- 
thropology, the situation is somewhat dif- 
ferent. The subject-matter of these sciences 
is not physical nature and the universal 
laws that govern the forces of nature, but 
rather the behavior of human beings as 
they make their living and carry on their 
lives in social groups. Human nature and 
not physical nature is the central fact in 
the social sciences. Since human nature is 
very complex and the reactions of human 
beings to their environment are noto- 
riously variable and in a measure unpredict- 
able, it follows that the laws and principles 
discovered and formulated by social scien- 
tists, in an effort to explain social phenom- 
ena and the conduct of social groups, do 
not have the exactitude and finality that 
characterize natural laws. This is to be 
expected, since the social sciences are very 
young; as yet only a beginning has been 


T= natural sciences, such as physics, 


made in the study and formulation of the 
general laws underlying human behavior. 

However, a beginning has been made, 
and although the social sciences can never 
be exact and capable of precise prediction, 
this does not mean that they are not 
sciences. If it is possible to discover trends 
and tendencies in social behavior and to 
isolate and identify those factors in a 
society which cause such trends and tend- 
encies, much can be accomplished toward 
placing the social studies on a truly scien- 
tific foundation. This is possible, and defi- 
nite progress has undoubtedly been made 
toward the goal of all social scientists—to 
discover the laws underlying the growth 
and behavior of human groups and ulti- 
mately to control this behavior for the 
benefit and progress of mankind. 

Where does accountancy come into this 
picture? Since accounting is the method 
and means of recording, measuring, and 
interpreting business and economic events, 
it is evident that accounting, like statistics, 
is a technique and tool of social science, 
applicable particularly to business enter- 
prises and other accounting entities. Being 
a tool and a means of understanding eco- 
nomic enterprises, the accounting proce- 
dure must be used in a scientific manner 
in order to obtain results which present 
true and impartial pictures of economic 
and business facts. In other words, if ac- 
counting is really to fill the role assigned 
to it as a means of economic control, it 
must grow out of its traditional, rule-of- 
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thumb procedures and assume the stature 
of an objective, impersonal social science. 
Is such a development in accountancy pos- 
sible? 

There is considerable evidence today of 
a growing recognition among accountants 
that such a development is not only possi- 
ble but also very necessary, and that the 
time has now come when the practice of 
accounting ought to be placed on a genu- 
inely objective basis, so that the special 
desires and interests of individual account- 
ants and business managers will not unduly 
influence the findings of the accountant 
and his presentation of these findings. Only 
so far as accounting practice is built upon 
an impersonal and objective body of prin- 
ciples and standards can it lay claim to 
being a real science, worthy of the respect 
and faith which a science commands. 

There are two chief reasons why ac- 
counting procedures today are not more 
objective and scientific. The first reason is 
lack of agreement among accountants as 
to what are the ‘“‘accepted principles of ac- 
counting.”’ From these differences of opin- 
ion arise the lamentable confusion in ac- 
counting procedures and the lack of precise 
definition of accounting terms. The second 
reason is that even those principles and 
procedures which have a wide measure of 
acceptance are not adhered to and followed 
strictly by all accountants in their daily 
practice. Too often the desires of manage- 
ment and promoters are allowed to in- 
fluence the accounting methods to such an 
extent that the statements presented do 
not reveal the whole story and the true 
situation with complete frankness and 
clarity. 

To illustrate the unscientific character 
of accounting practice and the confusion 
of thought as to fundamental accounting 
concepts and principles, one example will 
be cited. This is the confusion in the minds 
of accountants concerning the meaning of 
the words “net income”’ as applied to cor- 
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porate enterprises, which confusion is di- 
rectly caused by a lack of “generally ac- 
cepted principles” as to what constitutes 
net income. Surely accountants ought to 
learn to speak the same language and con- 
vey the same meaning when they talk to 
each other about the “net income” of a 
corporation, but unfortunately they have 
not yet done so. 

For instance, assume a profit-and-loss 
statement has been prepared from the 
books of the X Company, showing the net 
income of this corporation for the year 
1939 to be $80,000. Will this determination 
be accepted by all accountants as the 
truth? Of course not; accountants do not 
yet agree as to what constitutes the net 
income of a corporation. By examining the 
books, it is found that the accountant who 
prepared this income statement for 1939 
excluded the following items which were 
treated as surplus adjustments: 

Loss on sale of real estate............ $ 8,000 


Additional depreciation on fixed assets 
for prior years, recognized in 1939.... 22,000 


Write-down on abandoned plant...... 10,000 
Unamortized discount on bonds re- 

deemed and canceled.............. 15,000 

Total extraordinary charges...... $55,000 


The exclusion of any or all of the above 
extraordinary charges from the income 
statement and their inclusion in the sur- 
plus statement has the support of many 
accountants, and has been perhaps the 
more usual procedure. However, other ac- 
countants would include one or more of 
these capital losses in the income state- 
ment among the nonoperating and non- 
recurring charges, thus arriving at different 
net incomes for the year, ranging all the 
way from $25,000 up to $80,000, depending 
upon the personal predilection of the ac- 
countant or on the desires of management. 
Is this not an absurd situation? Can we 
accountants admit that we really do not 
know the amount of the net income of this 
corporation? How can it be expected that 
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laymen will trust and respect the work of 
accountants and their findings if account- 
ants themselves cannot agree as to the 
amount of the net income of a corporate 
enterprise for a particular period? 

The remedy for this unsatisfactory situ- 
ation is for the members of the profession, 
through their organizations and official 
journals, to reach an agreement as to what 
are the basic concepts and accepted princi- 
ples of accounting. Already definite prog- 
ress has been made in this direction. The 
writings on this subject of Hatfield, San- 
ders, Paton, Littleton, Byrne, May, Hus- 
band, Mason, Stempf, Rorem, Greer, and 
other eminent accountants, as well as the 
tentative statements of principles offered 
by committees of the American Institute of 
Accountants and the American Accounting 
Association are decidedly of great value 
and significance. Work in this direction 
must be continued. 

With regard to the example above, 
surely it is not expecting too much of ac- 
countants to urge them to come to an 
agreement and to state definitely the 
amount of net income or net profit of this 
company for 1939. There ought to be only 
one approximate answer to this question. 
My personal opinion is that the principle 
for determining net income suggested by a 
committee of the American Accounting 
Association, reported in THE ACCOUNTING 
Review for June, 1936, as postulate No. 8, 
is basically sound in theory, and if gener- 
ally accepted by accountants and strictly 
followed it would go a long way toward 
placing the practice of accountancy on an 
objective and scientific foundation. This 
principle reads as follows: 

The income statement for any given period 
should reflect all revenues properly given account- 
ing recognition and all costs written off during the 
period, regardless of whether or not they are the 
results of operations in that period: to the end 
that for any period of years in the history of the 
enterprise the assembled income statements will 
express completely all gains and losses. 
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The determination of income in accord- 
ance with this clear and definite principle 
would avoid all confusion and disagree- 
ment as to what is the net income of this 
corporation for the year. All accountants 
would arrive at the same answer for the net 
income, $25,000, and the meaning of this 
phrase would be clear and precise. Space 
does not permit an extended argument to 
show the theoretical soundness of this prin- 
ciple, but it can be clearly and logically 
argued that the sum of $25,000 does meas- 
ure the true net income of this X Company 
for the year 1939 with greater exactitude 
than any other amount, because this sum 
takes into consideration all diminutions of 
assets, whether ordinary and recurring or 
extraordinary and nonrecurring. There is 
really no logical and compelling reason for 
deducting the ordinary diminution of capi- 
tal assets, such as the estimated allowance 
for depreciation, in computing net income, 
and excluding the extraordinary diminu- 
tions of capital assets occurring more 
rapidly and recognized during the period. 

As a matter of fact, is it not true that 
often the real reason for showing capital- 
asset losses and write-downs in the surplus 
rather than in the income statements is 
merely to avoid drawing attention to mis- 
takes and errors in judgment which man- 
agement has made in past years? The blow 
to stockholders seems to be softened in 
some way if the capital losses are revealed 
in the surplus statement rather than as 
bald deductions in the nonoperating sec- 
tion of the income statement. No doubt 
this is true and, considering human nature, 
such action is understandable. However, 
such procedures do not rest on any scien- 
tific and objective basis. 

A second example of confused thinking 
with regard to basic accounting concepts 
is the disagreement as to what constitutes 
an asset. Surely this is a fundamental con- 
cept in accounting, and yet apparently ac- 
countants are still not in agreement as to 
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what is an asset. At any rate, in balance 
sheets which they prepare some will show 
items as assets which others declare are not 
assets. For example, some accountants list 
treasury stock and discount on bonds pay- 
able as assets, while others state that 
neither is an asset and should not be so 
listed on any balance sheet. This is a most 
unscientific state of affairs. 

The reason for this confusion of ideas is 
again the lack of a precise and objective 
standard by which to judge assets. If ac- 
countants could only unite on the basic 
principle that the essential nature of an 
asset is “a storage of service to be rendered” 
to the enterprise, this confusion of ideas 
and diversity of practice would disappear, 
because neither certificates of stock in the 
treasury nor discount on bonds constitutes 
any storage of service to be rendered to the 
enterprise, and therefore neither can be an 
asset. Treasury stock is essentially similar 
to unissued stock, a potential part of the 
ownership of the corporation, and may be 
converted into a real asset by sale. 

Discount on bonds payable likewise 
renders no service to the business and can- 
not be used in any way to carry on the en- 
terprise. It is essentially nothing but a 
figure representing the amount of interest 
which will have to be paid at the maturity 
of the bonds for the money borrowed. 
Therefore it should not be shown as an 
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asset, but rather as a deduction from the 
face value of the obligation. However, this 
treatment of bond discount is contrary 
to the traditional practice which nearly 
always shows it among the assets of the 
corporation, regardless of the fact that the 
unamortized bond discount does not have 
one attribute of a genuine asset (except 
that it appears in the books on the debit 
side), and cannot render a single service to 
the enterprise. 

Other illustrations could be given of dis- 
agreement among accountants as to basic 
concepts and principles, but it is hardly 
necessary to belabor the point. The lack of 
uniformity in accounting principles, pro- 
cedures, and statements is well known in 
the profession, and tends to stultify any 
claim that accountancy is a real science. 

It appears to me that accountancy, at its 
present stage of development, occupies the 
position of a kind of semi-science, embrac- 
ing procedures that are in part objective 
and scientific, and in part illogical, con- 
tradictory, and merely expedient. This 
state of affairs will surely pass, and in the 
future the basic concepts and standards of 
accountancy will no doubt tend to become 
increasingly precise and objective. It will 
then assume the stature of a genuine 
science, and its findings will command a 
general acceptance and respect which to- 
day are too often lacking. 


BAD DEBTS IN THE PROFIT-AND- 
LOSS STATEMENT 


WILLIS LEONHARDI 


raised as to the proper location of an 
item in the profit-and-loss statement, 
it is sometimes said that it does not make 
much difference as long as the item is 
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handled consistently. Under this theory, it 
should not matter whether bad-debts ac- 
count is treated as a deduction from sales, 
a selling expense, an administrative ex- 
pense, or a nonoperating item. However, 
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Bad Debts in the Profit-and-Loss Statement 


to follow this theory necessitates an ad- 
mission that the detailed arrangement of 
the profit-and-loss statement has little sig- 
nificance and this might lead to the idea 
that a simple statement of debits and cred- 
its would be sufficient. It is the object here 
to examine the question of location in 
some detail. 
SURPLUS CHARGE 


There are four conditions under which it 
has been suggested that surplus rather 
than periodic net profit should receive the 
charge for bad debts. These conditions are 
(1) when it is realized that an error has 
been made in calculating the estimated 
uncollectibles in previous periods; (2) 
when some unusual outside condition 
causes an extreme change in the amount of 
loss due to bad debts; (3) when an esti- 
mate is first made in connection with a 
change from cash to accrual accounting; 
and (4) when a concern is undergoing a re- 
organization and the accounts receivable 
are being cleaned of many old accounts. 

The first condition of the four is allied to 
the general procedure of correcting all 
errors in past calculations of net profit 
through surplus. Since the profit-and-loss 
account of the proper period has been 
closed into surplus, it is believed that the 
correction should be made through surplus 
also. Usually such adjustments of surplus 
are made to correct cumulative errors from 
periodic charges based on a percentage of 
sales. William Morse Cole, in 1915, sug- 
gested a surplus adjustment for any dis- 
crepancy between the valuation reserve 
balance at the end of each period and the 
actual losses experienced on accounts that 
were outstanding at the end of that period. 
This adjustment was to be made at the end 
of the following period. Cole made one re- 
finement of this general rule by stating: 

So far as the difference is due to especially good 
or bad methods of collection, it belongs to the 


year in which the collections are made; so far as 
it is due to the goodness or the badness of the 
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debts themselves, it belongs back with the last 
year’s surplus or deficit. 


Cole does not state how one is to judge 
whether a debt proved uncollectible be- 
cause of the collection department inaction 
or because of the debtor’s action. From his 
statement therefore it is impossible to tell 
what amount of bad debts would be 
charged against surplus. 

The more recent trend of thought is in 
favor of making corrections through the 
profit and loss of the period in which the 
error is recognized in order that the total 
of the periodic net profit charges will be 
more correct. The view is that since it is 
too late to change past figures, the net 
profit should be changed in order to make 
the total of the past and present profits 
correct as shown by the series of periodic 
statements. If the corrections are shown 
below the regular calculation of the cur- 
rent period’s net profit, no charge of dis- 
tortion or of insufficient disclosure may be 
made. If the bad debts have been calcu- 
lated by a method that bases the amount 
of the estimated uncollectibles upon out- 
standing accounts, there will be little need 
for subsequent adjustments since all errors 
are automatically corrected at the end of 
each period and cannot accumulate from 
period to period. On the other hand, if the 
calculation of bad debts has been consist- 
ently based on volume of sales, an adjust- 
ment for accumulated errors may occasion- 
ally be necessary. 

The second condition possibly has more 
reason for support than has the first. 
Strikes, depressions, earthquakes, floods, 
and the like may change the financial posi- 
tion of hundreds or thousands of people at 
one time. When this happens the creditors 
of these stricken people are likely to find 
that bad-debt losses are much greater than 
was expected and provided for. Those who 
suffer such extraordinary loss do not care 


1 Cole, William Morse, Accounts, Their Construction 
and Interpretation (1915), p. 138. 
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to have the current profit bear the large 
loss. The argument given in the paragraph 
above about correcting past errors is then 
supplemented by the argument that the 
condition that caused the loss took place 
entirely outside the influence of the busi- 
ness and should not affect the results of 
current operations. However, even this 
argument is not conclusive. Large losses 
are due to current causes and should be 
charged against current earnings. If losses 
due to outside conditions are to be charged 
against surplus, most business losses would 
fall in that class. A decline in prices, the 
opening of a new competitive enterprise, 
increases in salaries and wages following a 
rise in the cost of living, these might all be 
traced to causes outside the control of the 
individual business. Yet they are generally 
considered as valid causes for charges to 
operations. 

The third condition is advocated on an 
entirely different basis from the other two. 
Its support comes principally from those 
who still believe that write-off of specific 
accounts is the only valid charge for bad 
debts against current revenue and think 
that the establishment of an account for 
estimated uncollectibles is merely a meas- 
ure aimed at a conservative statement of 
financial condition. The estimated uncol- 
lectibles account then becomes a reserve 
for future losses or for contingencies and 
is simply a reservation of surplus. The ad- 
vocates of this method consider realization 
and specific recognition as almost synon- 
ymous. They believe that most bad-debt 
losses are suffered because of some event 
or series of events that take place between 
the time of the sale, at which time the 
credit department investigated the debt- 
paying ability of the customer and found 
it satisfactory, and the time of the recog- 
nition of a loss on the account. They be- 
lieve that when these factors are sufficient 
to make a loss imminent, they will be 
recognized and the account written off. At 


that time, and not until that time, can it be 
determined that any account will be un- 
collectible. Therefore, an estimated uncol- 
lectibles account is a reserve for future 
losses, much like a reserve for future de- 
clines in inventory values, and as such 
should be charged to surplus. R. J. Bennet 
expressed this view in his book, Corpora- 
tion Accounting. 

It is evident that the third condition 
under which a charge to surplus could be 
urged for bad debts is based on a funda- 
mental concept concerning realization of 
loss and is not based on a simple difference 
in method of procedure for correcting past 
misjudgments. It is difficult to ascertain 
just how much of this concept is due to the 
common use of the word “reserve’’ in the 
title of the valuation account and to the 
position frequently given to the account in 
the balance sheet. But in order to invali- 
date the condition it is necessary to find a 
flaw in the reasoning given above and not 
simply to state that the generally accepted 
view is in opposition. 

The principal weakness that the writer 
finds in the reasoning for making the es- 
timated uncollectibles account a reserva- 
tion of surplus is that the plan has a too 
narrow view of the concept of what con- 
stitutes the basis for recognition of loss. 
Past experience will generally give an ac- 
curate enough view of the future so that 
the losses on total outstanding accounts can 
be estimated in anticipation. When prop- 
erly calculated in the light of past ex- 
perience based on age, the estimated loss is 
sufficiently close to the loss actually to be 
suffered in the future, that the estimate 
may be considered equivalent to a factual 
basis for estimating present loss. If real 
loss is now present, by an acceptable test, 
a contingent reserve is not appropriate. 

William Bell suggests the second and 
fourth of these conditions in a bulletin of 
the New York State Society of Certified 
Public Accountants in January, 1933, but 
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he cautions against charging surplus unless 
there is a definite writing off of old ac- 
counts accumulated for several years or 
unless circumstances are so abnormal, such 
as a deep depression, that normal opera- 
tions cannot stand the sudden excess 
charge. The use of a surplus charge upon 
the inception of a new regime may be per- 
mitted on practical grounds. Care must be 
exercised to be sure that adequate dis- 
closure is made of the adjustment and that 
the situation is so extreme as definitely to 
keep this condition separate from the first 
condition listed above and that there is a 
definite change in regime and in credit 
policy. The second exception made by 
Bell comes under the second condition 
stated above and has been considered in an 
earlier paragraph. 

In short, it is seen that only the fourth 
condition (reorganization) stated at the 
beginning of this section may at any time 
justify the charging of any bad debts to 
surplus. No other condition is sufficient 
to warrant such treatment. 


DEDUCTION FROM SALES 

We may now turn our attention to the 
various classifications given to bad debts 
in the breakdown of factors causing peri- 
odic net profit or loss. From the very be- 
ginning it must be kept in mind that the 
charge, whatever its amount may be, is an 
estimated actual loss on the sales made 
during that period. It is not a means of 
smoothing out a variable charge as is sug- 
gested by several writers.” The first method 
to be discussed is that whereby the total 
charges for bad debts during the period are 
deducted directly from sales in the profit- 
and-loss statement in the same manner as 
sales returns, trade discounts, and some- 
times cash discounts. This has only lately 
had much support and still is very seldom 

Dickece LR. Actounting (1930, 


p. 216. Rittenhouse and Smith, Secretarial Accounting 
(1936), p. 170. 
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used. However, it is likely to increase in 
popularity since some of the leading ac- 
counting writers now advocate its use. 

Hatfield, in his text, Accounting, men- 
tions this method as one of two equally 
satisfactory alternatives. Gilman, in Ac- 
counting Concepts of Profit, goes into 
greater detail and states that consistency 
demands that if the realization convention 
is accepted, the loss from bad debts must 
be deducted from gross sales in order to 
show the correct figure for realized net 
sales. Paton, however, seems to have been 
the first to advocate this method. He has 
made the fullest statement in its behalf. 
He writes: 


It is often considered desirable to attempt te 
correct the sales figure for the period by subtract- 
ing therefrom an estimated amount for customers’ 
accounts which will not be paid. If the estimated 
figure is based on a careful study of past experi- 
ence this procedure has much to commend it. 

...An item which may be most accurately 
conceived as an offset to the tentative gross sales 
is the estimated allowance for uncollectibles. 
Such a charge is more nearly a direct subtraction 
from ostensible revenue than a positive addition 
to expense or cost. True it is that from the stand- 
point of the community such losses tend to in- 
crease economic costs; unquestionably prices in 
general are higher because of the fact that not a 
few customers do not pay for what they get. 
Nevertheless it should be recognized that from the 
standpoint of the specific enterprise, customers’ 
accounts are not assets like equipment, materials, 
or services which are used in production. Re- 
ceivables do not contribute through use to the 
creation of revenue. The allowance for uncollecti- 
bles is a subtraction from provisional revenue 
rather than an addition to the cost of goods sold 
. ... The allowance for bad debts is more nearly 
a supposed revenue which one fails to collect than 
an addition to the value of structures, commodi- 
ties and services which have expired in the process 
of production; it is an offset to gross sales rather 
than an increase in cost.* 


In a later work, Paton adds several per- 
tinent points to his comments on bad 
debts. He shows the debit account as a 
definite deduction from sales by entitling 

3 Paton, W. A., Accounting Theory (1922), p. 197. 
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the account “Sales—Bad-Debts Adjust- 
ment.” His most important addition is the 
following: 


As in the case of returns, the estimated mer- 
chandise costs and other operating charges appli- 
cable to the sales from which bad debts emerge 
might be segregated and set up as a special loss, 
thus freeing the realizable sales from the burden 
of such costs. Such an analysis assumes that the 
true costs of effective revenues do not include the 
charges incurred which are not specifically re- 
covered (at least in part) through collections. No 
doubt this interpretation of bad-debt losses has 
merit. It focuses attention on the actual amount 
of loss from a cost standpoint and places the cost 
of sales on a more ideal basis, a point of special 
importance in making comparisons by depart- 
ments and by periods. On the other hand it must 
be remembered that under prevailing conditions 
it is not practicable for any management, however 
efficient, to avoid uncollectible accounts entirely; 
and there are other unfortunate features of busi- 
ness operation which result in higher costs than 
would prevail under more ideal circumstances. 
The question is, should accounts show operating 
costs as actually incurred or costs as they should 
be, ideally, all excess charges being treated as 
losses? The reasonable answer is that by account- 
ing and statistical means all significant lines of 
analysis should be adequately explored in so far 
as time and expense permit, but in defining losses 
for purposes of actual record it is necessary to 
recognize the inherent difficulties and limitations 
of the situation.‘ 


Now let us analyze these propositions 
and see whether they adequately support 
the procedure they advocate. Gilman bases 
his argument on the realization convention 
and believes it inconsistent to consider a 
sale as realized revenue if it is not going to 
be collected. In other words, the validity 
of the sale as evidence of realization is in 
doubt. Therefore, total revenue, as found 
on the accrual basis, is adjusted to its 
probable realizable value by subtracting 
the charge to bad debts for the period. This 
is not a reversion to the cash basis. On the 
cash basis no revenue is recognized until 
the cash is received. However, it borrows 


‘ Paton, W. A., Essentials of Accounting, (1938), pp. 
413-414. 
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from the cash basis the emphasis on cash 
collectibility rather than transfer of title 
as the evidence of realization.® 

Both Paton and Gilman consider it a 
more accurate statement of fact to consider 
bad debts as revenue that did not mate- 
rialize than as a cost or an expense. Since 
the accounts receivable were set up contra 
to sales credits, it is considered logical to 
reverse the entry amounts not expected to 
prove collectible. . 

The principal objection to this method is 
based on the legal aspects of the situation. 
When a sale is made ownership changes in 
most cases. The only exception to this 
comes when the seller maintains title to or 
possession of the merchandise or takes a 
chattel mortgage upon it until payment is 
received. In all other cases it is impossible 
for the seller to reclaim his merchandise. 
Therefore the transaction is irrevocable 
and cannot be reversed by the seller’s ini- 
tiative. For this reason, it is claimed that 
the act of selling marks the appearance of 
realized revenue. Any failure to collect or 
estimated failure to collect is a separate 
fact to be recorded by a different entry. A 
bad debt is the surrender of a claim against 
a debtor; it is not a surrendered claim 
against the merchandise. 

The question is, then: Can the account- 
ant in his interpretation ignore the legal 
aspects of the situation? In the case of the 
income tax the accountant has ignored the 
legal concept of the tax as a sharing of the 
profits and has substituted the expense 
concept. Can the legal aspects of sales and 
collection be similarly ignored? If they can 
in the case of bad debts, is there any dan- 
ger of their being ignored in other respects 
such as in the determination of the time to 
recognize a sale contract as made? If these 
legal aspects may be ignored, then Paton’s 
method has much to commend it. How- 
ever, there is one more objection to it that 


aaa Paton, W. A., Advanced Accounting (1941), pp. 443- 
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was not recognized formally until 1938, 
when Paton published his Essentials of 
Accounting. The second quotation from 
Paton shows his recognition of the incon- 
sistency in his method as first expressed. 

If a sale is never realized unless it is 
ultimately collected, it is a logical cor- 
ollary that the cost of the merchandise 
for which the sales price is never collected 
cannot be considered a cost of goods sold. 
If the selling price is not a part of sales 
revenue, the cost is not a part of cost of 
sales. Therefore, when the estimated bad 
debts are deducted from sales, it is neces- 
sary to deduct the estimated cost of the 
unrealized sales from the cost of sales. This 
procedure relieves gross profit of all bad- 
debt charges except the gross-profit ele- 
ment. The charge, taken out of cost of 
sales, must then find some other place 
further down in the statement of profit 
and loss. Paton does not make any specific 
suggestion as to the place for this absolute 
loss on the cost basis. This amount would 
probably find a place similar to that sug- 
gested by others for the total estimated 
bad debts. 

Paton then continues and qualifies his 
suggestion for consistency on the ground 
of practicability. This is unfortunate be- 
cause it departs from his original line of 
reasoning and brings in an argument that 
seems invalid. He states that uncollectible 
accounts are unavoidable as are “other 
unfortunate features of business operation 
which result in higher costs than would 
prevail under more ideal circumstances.” 
In suggesting that these unfortunate fea- 
tures might be similarly deducted from 
the normal charges against revenue and 
shown as losses, Paton seems to miss an 
outstanding difference between bad debts 
and other features. Bad debts are ulti- 
mately allocated to specific transactions. 
On the other hand, the unfortunate fea- 
tures that result in higher costs seem to 
imply unwise purchasing, fluctuating 
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prices, etc. In these cases, the goods may 
be sold below cost or, if sale is impossible, 
written off as a loss. If the latter is the 
case, it is a valid parallel to the cost of 
bad debts. If the former is the case, the 
cost has been recovered in part at least, if 
not completely. The entire cost may be 
recovered and the situation still be called 
unfortunate if the desired margin of profit 
is not realized. Therefore it is difficult to 
see how this method of handling bad debts 
in the profit-and-loss statement will make 
an opening for practices of showing ideal 
costs and writing off all managerial errors 
of judgment as losses. The difficulty of 
finding the loss due to bad debts on a cost 
basis is recognized and it is admitted that 
it must be estimated, probably on the 
basis of the ratio of cost to sales before de- 
ducting bad debts. 

Paton leaves one question unanswered 
in his explanation of the method suggested. 
That is the question of other expenses in- 
curred on the sale that is not realized. 
Should a portion of selling expenses be also 
charged to the cost of bad debt losses? He 
may have ignored this point because the 
inclusion of an adjustment of selling ex- 
penses is splitting hairs too fine, or on the 
basis that such expenses are so remote in 
most cases from specific sales that such an 
adjustment is unnecessary even if practi- 
cable. The subject is mentioned here only 
to show how far this method might carry 
the accountant in his calculations. 


SELLING EXPENSE 


Moving down the various sections of the 
profit-and-loss statement we now come to 
the section devoted to operating expenses. 
This section is frequently subdivided into 
selling, administrative, and general ex- 
penses. An authority could be found to 
support placing bad debts in any of these 
groups. Some writers simply state that 
bad debts are a kind of expense, while 
others give reasons for considering them in 
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a certain group. Still other authorities 
state several alternatives, sometimes bas- 
ing preference on the plan of organization 
used by the individual business. Among 
those who consider bad debts as a selling 
expense, if the sales department is re- 
sponsible for the granting of credit but 
otherwise list it as an administrative or 
financial expense, are Gilman (1924), 
Streightoff (1932), and Finney (1937). The 
reason for regarding bad debts as a selling 
expense is that the leniency of credit terms 
is a form of competitive inducement to cus- 
tomers; hence any losses caused by the 
credit sales should be considered a selling 
expense, much like advertising. This rea- 
soning is strengthened when it is the sales 
department that decides to whom credit 
is to be granted. However, this business 
practice is not considered a good one and 
is not used very extensively. Rather, the 
credit department acts as a check on the 
inherent tendency of the sales department 
to increase the sales by lowering the credit 
requirements. Hilgert, in Cost Accounting 
for Sales, recognized the fact that the 
credit department is or shouid be separate 
from the sales department, but he still 
considered bad debts a part of what is 
usually known as selling expense. He had 
selling expense subdivided into selling and 
distribution expense and considered bad 
debts in the latter class. All “costs of 
handling or of billing and delivering the 
goods after the sales are made” are con- 
sidered as distribution expenses. Bad debts, 
as allied to collection costs, are included in 
this class. However, it is doubtful whether 
collecting may be considered a part of dis- 
tribution. It is rather a phase of adminis- 
tration related to the method chosen of 
financing sales. 


ADMINISTRATIVE EXPENSE 


In agreement with the concept of bad 
debts as allied to collection expense and 
therefore also a phase of administration, 
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the Accountants’ Handbook states that 
losses from bad debts may be included un- 
der general expenses. All costs of adminis- 
tration are considered as general expenses, 
In another place the Accountants’ Hand- 
book expresses the relationship between 
bad debts and collection charges and ex- 
penses. The reasoning presented in favor 
of classifying bad debts as complementary 
to collection expense is very logical. The 
principal purpose of the collection depart- 
ment is to prevent debts from going bad 
by collecting them as quickly and eff- 
ciently as possible. The more efficient the 
credit and collection department, the 
smaller the bad debts are likely to be. The 
two functions of passing on credits and 
collecting debts are so closely related and 
dependent upon each previous function or 
factor that the charges of all three should 
be considered together as administrative 
expenses. Thus bad-debt allowance is con- 
sidered necessary because the acts of grant- 
ing credit and collecting debts fail to func- 
tion completely. 

Paton, in his Essentials of Accounting, 
points out a refinement of the above theory 
of bad debts as complementary to collec- 
tion expenses that is seldom, if ever, found 
in practice. He states: 

The costs of handling and collecting receiva- 
bles are obviously applicable to the sales through 
which the receivables originated. Such costs, 
however, are often incurred in part in a period suc- 
ceeding that in which the revenues are recognized 
and again the need for an estimated adjustment 
arises. In this case there is much to be said for 
charging the estimated amount to an appropriate 
operating expense account each period, iustead of 
treating it as a sales deduction, as costs of billing 
and collecting are charges which must be incurred 
more or less regularly by any concern doing busi- 
ness on a credit basis, and they are not in any 
sense an allowance or concession to customers. 
The objection to this is the general objection to 
the recognition of an operating cost before it is 
actually incurred either on a cost or liability 
basis. 

... The interpretation of the reserve account 
in this case is especially troublesome. It does not 
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measure either a definite or a contingent reduction 
in amounts to be collected and hence can hardly 
be construed as contra to receivables.® 


In considering the above statement it is 
easiest to start at the end and work back. 
Does not the estimated future outlay for 
collection expenses represent a contingent 
reduction in amounts to be collected? 
When the estimated uncollectibles account 
was set up it was established on the as- 
sumption that the collection department 
would continue to function. Therefore we 
must conclude either that the expenditures 
to be made in collecting accounts that are 
already on the books will have no effect in 
increasing the amount to be realized on 
outstanding accounts or that there is a 
contingent reduction in the amount to be 
collected. It is impossible to assume that 
the collection department does not increase 
the amount collected, therefore the latter 
alternative must be taken. It is no more 
wrong to value accounts receivable at 
realizable value than it is to show by-prod- 
uct inventories at market, less cost to 
market. With the interpretation of the 
valuation account analyzed, we may now 
consider the first paragraph in the above 
statement. 

Any objection to Paton’s statement in 
the first paragraph, other than on the 
grounds of practical expedience, centers on 
the third sentence. Paton claims that the 
estimated collection expense on outstand- 
ing accounts is an operating expense in- 
stead of a deduction from sales, like his 
treatment of estimated bad debts. The 
distinction is made because the outlays 
included under collection expense are reg- 
ular, expected costs of doing business on a 
credit basis. This is not sufficient cause for 
distinction, because it may be shown also 
that bad debts are regular, expected costs 
of doing business on a credit basis. The 
next objection, that the collection expense 


pio Paton, W. A., Essentials of Accounting (1938), p. 
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is not an allowance or concession to the 
customer, is also equally true of bad debts, 
unless they be considered a forced allow- 
ance or concession. 

The general objection to recording an 
estimate of future collection outlays on 
past receivables is no more valid than the 
objection to charging the estimate of col- 
lection expense in the same place as esti- 
mated bad debts. Bad debts are recorded 
on a cost or liability basis before the loss is 
actually incurred. Furthermore, it was 
pointed out earlier that if the collection 
costs are not incurred it is likely that fewer 
accounts will be collected; therefore the 
decision to incur collection costs is a choice 
of the alternative that seems to be the least 
costly. It is the writer’s belief that bad 
debts and collection costs are so closely re- 
lated that they must be treated similarly. 

The conclusion drawn from this discus- 
sion is that any estimate of collection ex- 
pense to be incurred on receivables of the 
past period must be shown as the same 
type of charge as bad debts and that the 
offsetting credit must likewise be deducted 
from the outstanding accounts receivable. 
The only valid objection is that of mate- 
riality or practicality. If the collection costs 
are low or difficult to predict, it may not 
be practicable to make an estimate of the 
charge applicable to sales of the past pe- 
riod. 

NONOPERATING EXPENSE 

Before any final conclusions are drawn 
one more method of treating the charge for 
bad debts in the profit-and-loss statement 
must be studied. That is the method of 
charging bad debts as a nonoperating or 
financial expense. Under either classifica- 
tion it is charged off below net profit on 
operations and above net profit for the pe- 
riod. Some writers simply state that the 
provision for losses on bad debts is a non- 
operating expense and do not explain the 
statement any further. Others make more 
specific statements supporting the position. 


‘ 
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Belding and Greene list all three expense 
alternatives but favor financial expense 
because bad debts are ‘‘a part of the cost of 
giving credit. ... They should appear in 
the statement of profit and loss with dis- 
count on sales, interest cost, and other 
costs of financing the business.’”’ This is the 
usual reason presented for treating bad 
debts as a financial expense. They are con- 
sidered costs of managing financial mat- 
ters. An interesting feature in the parallel 
thus drawn with interest and discount 
costs is the fact that the latter are incurred 
in order to have cash sooner than would 
otherwise be the case, while bad debts 
arise because a business is willing to wait 
for its money. This difference exposes the 
flaw of considering bad debts as a financial 
expense. Financial expense and income are 
caused by the premium involved in individ- 
ual transactions due to the time of pay- 
ment. Bad debts, on the other hand, repre- 
sents the surrender of principal due to in- 
ability to collect and are not related by 
contractual agreement to the period of 
time that the principal amount has been 
outstanding. 

Several authorities suggest that bad 
debts should be nonoperating expense for 
another reason. R. N. Carter, an English- 
man, stated a quarter of a century ago 
that some accountants believed that the 
estimated uncollectibles were not actual 
bad debts; hence they represented a ficti- 
tious amount and should be charged di- 
rectly to profit and loss in order to leave 
the bad-debts account free from all un- 
provable amounts. Only by this procedure 
could true comparisons be made between 
the results of different years. It is evident 
that this is an attempt to show the balance 
sheet correctly, or at least conservatively, 
and to keep operations on a nonaccrual 
basis. It must be noted that Carter gave 
the method as one of two alternatives, the 


7 Belding, A. C., and Greene, R. T., Rational Book- 
keeping and Accounting (1927), p. 279. 
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other being to charge bad debts with 
actual write-offs plus or minus any change 
in the amount of the reserve. 

At about the same time Bentley sug- 
gested showing bad debts as nonoperating 
expense for a different reason. He stated: 

The reason that loss on bad accounts... 
should be deducted from the net profit on opera- 
tions is because it represents a loss after a sale 
has been effected, and therefore applies not to the 


regular operating expense but to the realizing on 
the results of those operations.® 


Paton would probably object to this 
view on the ground that the sale has not 
been fully effected until the account is 
collected. Others, who consider sale and 
collection as two separate transactions, 
and these are in the majority, either would 
agree with Bentley or would consider real- 
izing on the result of a sale as part of the 
normal operations. It should be pointed 
out here that Bentley must show collection 
expense as a nonoperating item along with 
bad debts if he is to be consistent in con- 
sidering all transactions after the sale is 
completed as realizing on the results of the 
operations. 


EVALUATION 


Having studied all of the principal pro- 
posals for bad-debt treatment in the prof- 
it-and-loss statement, we are now in a 
position to evaluate them. 

The method that seems most in keeping 
with the facts is that which charges bad 
debts to administrative expense. It is a 
legal fact that the sale and collection are 
two separate transactions and therefore 
they should be treated as such. Every fac- 
tor affecting bad debts may be traced to 
some phase of administration or to general 
economic conditions which the adminis- 
tration might occasionally be expected to 
foresee and counteract by a change in 
policy. 

ae H. C., The Science of Accounts (1913), pp. 
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The next choice of method is that of re- 
porting bad debts as a deduction from 
sales. This is supported by philosophic 
reasoning about the end result and has 
much in its favor. For the purpose of anal- 
ysis it very directly shows the relation- 
ship between total sales and losses due to 
charge sales. However, it seems to ignore 
the legal fact that when the sale takes 
place, ownership has changed. Unless the 
seller holds a mortgage on the merchandise, 
he no longer has a specific, concrete asset. 
All he has is a general claim against a per- 
son. Therefore a charge sale is complete 
before the money is collected. The question 
is one of legal truth against philosophical 
truth. Since the former is unchallenged as 
a basis for action and the latter is highly 
debatable, this method is rated as second- 
best. The difficulty of consistent treat- 
ment by reducing the cost of sales is an- 
other disadvantage. 

A third method, that of charging bad 
debts to nonoperating expense, is accept- 
able, but not recommended. There may be 
some truth in the narrow concept of opera- 
tions as being those efforts put forth to- 
ward making sales, but it is doubtful. 
Therefore this method is to be used cau- 
tiously and is not justifiable at all unless 
all expenses incurred after the sale and 
delivery are listed as nonoperating expense. 
This would include collection expense, 
many office expenses, and possibly some 
others. 

The fourth method, that of charging bad 
debts to selling expense, is unacceptable. 
It is impossible to consider it proper to 
charge a loss on receivables to a classifica- 
tion that wholly represents efforts put 
forth toward securing customers. If bad 
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debts are considered as such a charge, so 
too must collection charges, since both are 
a part of the credit system. Extension of 
credit might be considered an inducement 
to purchasers and hence would seem to 
validate the procedure of charging bad 
debt loss to selling expense. But when the 
emphasis is placed on bad debts rather 
than on the extension of credit, it is evi- 
dent that one is faced with a necessary evil 
that is to be kept as low as possible by 
managerial skill. Therefore putting bad 
debts under selling expense is considered 
unacceptable. 

The fifth method, that which leaves part 
of the charge outside of the profit calcula- 
tion, is unacceptable, with one exception. 
The exception is at the inception of a new 
regime when accounts are cleaned up 
right after a tax policy of writeoffs. The 
change of policy must be definite and the 
need of a cleanup critical. This exception 
is made in order not to penalize a new re- 
gime with the losses of a previous regime 
that has failed and been replaced for that 
reason. Even in such cases it would be 
better if possible to show the loss on the 
business of previous years as a nonrecur- 
ring item at the bottom of the profit-and- 
loss statement. This procedure has the 
added advantage of providing a rule with- 
out exception for all bad-debt charges that 
aresometimes suggested as surplus charges. 
The nonaccrual method, that of charging 
specific accounts against revenue when 
they are known to be uncollectible is in- 
cluded under this fifth method since it 
leaves part of the charge outside of the 
profit calculation by ignoring it entirely in 
the accounts. 
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ACCOUNTING PROBLEMS IN COR. 
PORATE DISTRIBUTIONS 


WILBER G. Katz 


URING the past ten years substantial 
D progress has been made in the de- 

velopment of the relations between 
accounting and corporation law.’ Lawyers 
in increasing numbers have recognized the 
value of familiarity with accounting tech- 
niques, and this recognition has been re- 
flected in law school programs.? A number 
of important states have made compre- 
hensive revisions of their general corpora- 
tion laws in terms which show the influence 
of accounting analysis. Writers on account- 
ing have shown increased understanding 
of the legal aspects of their problems, and 
great strides have been made in clarifying 
the function of the accountant in the face 
of the extreme diversity of state corpora- 
tion laws. 

This diversity has been particularly 
troublesome in the most rapidly develop- 
ing field of accounting, that of accounting 
for investors. In presenting the results of 
corporate operations in a form suitable for 
investors, present and prospective, ac- 
countants have striven for uniformity and 
have thus attempted to facilitate the com- 
parative use of financial statements. They 
have been faced, however, with the neces- 
sity of showing also the varying legal re- 
sults of certain types of transactions. This 
necessity has forced a fuller analysis of the 
accountants’ task and has promoted recent 
efforts to formulate accounting principles.* 


1 See, e.g., Berle and Fisher, Elements of the Law of 
Business Accounting (1932) 32 Col. L. Rev. 573; Berle, 
Accounting and the Law (1938) 13 AccouNTING REVIEW 
9; a and Katz, Accounting in Law Practice (2d ed. 
1938). 

2 See Graham, Accounting in the Law-School Curricu- 
lum (1939) 14 AccounTING REvIEw 14, 

3 See the report of the executive committee of the 
American Accounting Association, A Tentative State- 
ment of Accounting Principles Affecting Corporate Re- 


In these efforts, the profession has been 
actively encouraged, if not spurred, by the 
Securities and Exchange Commission. The 
statutes administered by the Commission 
have increased the responsibility of the 
accountant and have consequently made it 
possible for him more frequently to insist 
upon disclosure in accordance with “sound 
accounting practice,” despite the wishes 
of corporate officers. The SEC, further- 
more, is gradually developing by case to 
case methods a common law of accounting 
and on many points has also issued formal 
regulations. 

Problems of corporate distributions to 
shareholders furnish the most fertile field 
for the study of the relations between ac- 
counting and law. This paper represents an 
effort to explore some of these relations 
rather than to discuss for their own sake 
the accounting treatment of corporate dis- 
tributions. No attempt is made to develop 
the subject comprehensively or systemati- 
cally; the problems dealt with have been 
chosen because they afford the best illus- 
trations of the evolution of corporate ac- 
counting principles and their influence on 
corporate financial practice. 


DIVIDENDS FROM PAID-IN SURPLUS 


Much confusion in corporation law and 
accounting has resulted from the authority 
frequently granted to corporations issuing 
no-par shares to allocate part of the con- 
sideration to paid-in surplus. In a number 
of important states, including Delaware, 


ports (1936) 11 Accountinc Review 187 (also published 
by the association in pamphlet form as A Tentative 
Statement of Accounting Principles Underlying Corporate 
Financial Statements). See also Sanders, Hatfield, and 
Moore, A Stat t of Accounting Principles (1938). 
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such surplus is available for dividends to 
the same extent as earned surplus.* These 
statutes have handicapped accountants in 
their efforts to develop and enforce stand- 
ards of disclosure as to shareholders’ in- 
vestment and undistributed earnings. Un- 
til recently, furthermore, accountants have 
not generally been astute in marking out 
their own field of influence in the face of 
these “liberal’’ corporation laws. Many ac- 
countants have tilted valiantly at the legal 
windmills, insisting that paid-in surplus is 
acontradiction in terms, and that the con- 
cept of no-par shares implies that all of 
the consideration automatically becomes 
“capital.” Although these views have been 
frequently expressed in the proceedings of 
societies of accountants, the societies have 
apparently considered it outside of their 
proper functions to lobby against the pro- 
gressive relaxation of corporation statutes. 
Instead, individual accountants have often 
protested against corporate dividends and 
other transactions as violating ‘‘sound ac- 
counting principles,” and in their skir- 
mishes with corporation lawyers in such 
cases, the accountants have almost invari- 
ably come out a poor second. 

Much of the difficulty, of course, arises 
from the want of agreement as to the scope 
of the field of accounting, as to the matters 
with which “accounting principles” may 
appropriately deal. Typical are the ques- 
tions of the sources of dividend distribu- 
tions, particlarly dividends out of paid-in 
surplus. An interesting discussion of the 
function of accountants in relation to this 
question occurred at the Round Table on 
Accountants’ Certificates at the fiftieth 
anniversary celebration of the American 
Institute of Accountants. The case was 


‘ For the purposes of this article, the surplus arising 
from the sale of par-value shares at a “premium” 
creates the same problem. There are, of course, many 
recent examples of shares with a nominal or low par 
value being sold for many times this amount. 

* American Inst. of Accountants, Fiftieth Anniver- 
sary Celebration (1937), 417-420, 448-449. 


presented of a Michigan corporation which 
had paid cash dividends during the year 
and charged them to paid-in surplus pur- 
suant to a resolution of the board of direc- 
tors and an opinion of counsel. The discus- 
sion related to the form of comments or 
qualifications to be included in the ac- 
countant’s certificate with respect to these 
dividends. One member argued that since 
the payment of dividends out of paid-in 
surplus violates accepted accounting prin- 
ciples, the item must be noted in the ac- 
countant’s certificate as an exception to 
the general statement that “the accounting 
principles employed have been in keeping 
with sound accounting practice.” 

It was argued on the other hand that in 
no respects are the financial statements 
rendered misleading by the declaration of 
dividends from paid-in surplus and that, 
since the practice is authorized by statute, 
the accountant has no occasion to express 
an opinion. In answer to this argument, 
the chief accountant of the SEC suggested 
that the accountant might at least call 
attention to the source of the dividend and 
say that since the company distributed the 
dividend as a liquidating dividend he takes 
no exception to the procedure. One may 
admit that the payment of dividends out 
of paid-in surplus is not an “accounting 
practice’’ and that there is no occasion for 
adverse comment by the accountant. His 
function, however, may properly be con- 
sidered as embracing not only the presen- 
tation of accurate statements but also the 
disclosure of certain information not ap- 
pearing on the statements themselves. The 
source of dividends would seem a very im- 
portant item to be disclosed. Indeed, the 
Michigan Statute provides that when a 
dividend has been declared from surplus 
other than earned surplus “the sharehold- 
ers receiving the same shall be advised of 
that fact ...and the next annual state- 
ment of accounts to be given to the 
shareholders shall indicate the surplus 
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from which such dividend was paid.’ 

Further considerations arise when the 
dividend is being charged to paid-in sur- 
plus despite the existence of an earned sur- 
plus. It is rather surprising that no state 
has enacted the rule that paid-in surplus is 
available for dividends only in the absence 
of an earned surplus.’ This is particularly 
true in the states where such dividends 
may be paid only on preferred shares and 
where the argument for permitting them 
is based upon the plight of the recently or- 
ganized corporation which has no earned 
surplus or current earnings. At the round 
table discussion just referred to, this prob- 
lem was discussed by one of the speakers 
who took the position that the payment of 
a legal dividend out of paid-in surplus need 
be specially noted by the accountant only 
when the corporation had an earned sur- 
plus available.* In this situation, of course, 
it is especially important that the source 
of the dividend be disclosed. In a proceed- 
ing under the Holding Company Act the 
SEC has taken the position that where a 
“company purports to segregate earned 
and capital surplus, the financial state- 
ments are perverted when dividends are 
charged to capital surplus while there is an 
earned surplus credit balance. The show- 
ing of an earned surplus credit after the 
payment of dividends gives a false picture 
of corporate strength where the earned sur- 
plus credit remains only because the 
dividends have been charged to capital 
surplus. Dividends should, in our opinion, 
be charged to earned surplus where such a 
surplus exists.”® There has thus far been 


§ Gen. Corp. Act §22. Cf. Ill. Bus. Corp. Act §41 (b). 
See SEC rule N-19-1, Investment Company Act Re- 
lease No. 71, Feb. 21, 1941, for an elaborate regulation 
of disclosure of sources of dividends by “management” 
investment companies. 

7 But see Hills, Model Corporation Act (1935) 48 
Harv. L. Rev. 1334, 1364, §VIL (b); SEC Investment 
Company Act Release No. 71, Feb. 21, 1941. 

8 American Inst. of Accountants, Fiftieth Anniver- 
sary Celebration (1937) 449. 

® In the Matter of Associated Gas and Electric Corp., 
6 SEC 605, 619 (1940). 
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no indication, however, that for corpora. 
tions not subject to the Holding Company 
Act the Commission will require this prac- 
tice. Nor is there an indication that if the 
dividend is charged to capital surplus 
where an earned surplus exists the Com- 
mission will require that the earned sur. 
plus item on future balance sheets be 
explained by indicating what its amount 
would be if the dividend had been charged 
to earned surplus. 


CHARGES AGAINST PAID-IN SURPLUS 


More common than the declaration of 
dividends out of paid-in surplus is the 
practice of using paid-in surplus to absorb 
losses or write-downs of a more or less ex- 
traordinary character, charges which 
would otherwise have to be made against 
earned surplus or against future income. 
Here there has been much greater crystal- 
lization of opinion as to accounting prac- 
tices which may be insisted upon even in 
the face of lax corporation statutes. 

As early as 1932 a special committee of 
the American Institute of Accountants 
stated the following principle in a report to 
the Committee on Stock List of the New 
York Stock Exchange: “Capital surplus, 
however created, should not be used to 
relieve the income account of the current 
or future years of charges which would 
otherwise fall to be made thereagainst.” 
This rule was adopted by the Institute in 
1934 and has been repeated and amplified 
in its later pronouncements.!® A similar 
formulation was included in the tentative 
statement of accounting principles pub- 
lished by the American Accounting Asso- 
ciation in 1936;" and in the first of its 
accounting series of releases, the SEC pub- 
lished an opinion of its chief accountant 


10 See the Institute’s Accounting Research Bulletin 
No. 3 (1939) and its bulletin, Examination of Financial 
Statements (1936) 30. 

1 A Tentative Statement of Accounting Principles Af- 
fecting Corporation Reports (1936) 11 AccountTING RE 
view 187, 191 (principle #17). 
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which included the statement, “It is my 
conviction that capital surplus should un- 
der no circumstances be used to write off 
losses which, if currently recognized, would 
have been chargeable against income.” 

The mobilization of accounting opinion 
behind this principle has been a gradual 
process, however, and in the early stages 
the SEC, over the emphatic protest of 
Commissioner Healy, went no further than 
to require specific disclosure of the doubt- 
ful practice and comment by the certify- 
ing accountant on its propriety.” In April 
1938, however, the Commission announced 
a new administrative policy relating to 
financial statements: 


In cases where financial statements filed with 
this Commission pursuant to its rules and regula- 
tions under the Securities Act of 1933 or the 
Securities Exchange Act of 1934 are prepared in 
accordance with accounting principles for which 
there is no substantial authoritative support, such 
financial statements will be presumed to be mis- 
leading or inaccurate despite disclosures contained 
in the certificate of the accountant or in footnotes 
to the statements provided the matters involved 
are material. In cases where there is a difference 
of opinion between the Commission and the 
registrant as to the proper principles of accounting 
to be followed, disclosure will be accepted in lieu 
of correction of the financial statements them- 
selves only if the points involved are such that 
there is substantial authoritative support for the 
practices followed by the registrant and the posi- 
tion of the Commission has not previously been 
expressed in rules, regulations or other official re- 
leases of the Commission, including the published 
opinions of its Chief Accountant.“ 


Although the Commission is moving slowly 
and has taken a position on comparatively 
few controversial matters of accounting, 
this announcement represents a step of 
great importance. 


® SEC Accounting Series Release No. 1, April 1, 
1937. See also In the Matter of Allegheny Corp., 6 SEC 
960 (1940). 

8 Healy, The Next Step in Accounting (1938) 13 Ac- 
COUNTING REviEw 1, 2-5; Kaplan and Reaugh, Ac- 
counting Reports to Stockholders, and the SEC (1939) 48 
Yale L. J. 935, 963-965 (1939) 14 AccounTING REVIEW 
203. See also (1938) 13 AccouNTING REVIEW 99, 212. 
oo Accounting Series Release No. 4, April 25, 
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DEFICITS AND ‘‘QUASI- 
REORGANIZATIONS”’ 


Some of the state corporation laws which 
narrowly restrict the declaration of divi- 
dends out of paid-in surplus permit, 
nevertheless, the use of such surplus to 
absorb an earned-surplus deficit and thus 
make available for dividends the earnings 
of future periods. Accountants have come 
to use the term “‘quasi-reorganizations” to 
describe these transactions as well as to de- 
scribe the more frequent elimination of an 
earned-surplus deficit through a reduction 
of stated capital. As this unhappily legalis- 
tic term suggests, the enterprise is permit- 
ted to restate its accounts with the same 
result as though the business were trans- 
ferred to a newly-organized corporation. 
In the case of such readjustments, how- 
ever, the SEC and the accounting societies 
agree that “sound accounting practice or- 
dinarily requires that a clear report be 
made to stockholders of the proposed re- 
statement and that their formal consent 
thereto be obtained.” Here we have an- 
other interesting question as to what is a 
matter of “accounting practice” and as to 
the relation between accounting and cor- 
poration law. As already suggested, it is 
not difficult to think of accounting practice 
as including matters of disclosure to share- 
holders, but to recognize the question of 
stockholder vote as one of accounting prac- 
tice requires a much broader concept of ac- 
counting. 

Where no shareholder vote has been se- 

18 SEC Accounting Series Release No. 16, March 16, 
1940 (italics added). Cf. In the Matter of Associated Gas 
and Electric Corp., 6 SEC 605, 620 (1940): “In short, 
the enterprise must be put on substantially the same 
accounting basis as a new enterprise. And because the 
primary excuse for the device is that it accomplishes 
expeditiously what might otherwise have to be accom- 
plished by legal proceedings, clear disclosure of the 
transactions should be made, and appropriate consents 
should be secured.” 

See also American Institute of Accountants, Ac- 
counting Research Bulletin No. 3 (1939) Quasi-Reor- 
ganization or Corporate Readjustment. But see Hatfield, 


Operating Deficit and Paid-In Surplus (1934) 9 Ac- 
COUNTING REVIEW 237. 
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cured, the SEC has prescribed that “‘to ef- 
fect the minimum appropriate disclosure in 
the surplus accounts, information should 
be given in respect of subsequent earned 
surplus in approximately the following 
fashion: 
Total deficit to December 31, 

1939 $700,000 
Less deficit at January 1, 1939, 

charged to capital surplus 

by resolution of the board of 

directors and without ap- 

proval of stockholders, such 

action being permissible un- 

der the applicable state law 800,000 


Earned surplus since January 


1, 1939 $100,000 


The Commission also requires that in the 
first financial statement filed with the 
Commission reflecting the action taken by 
the directors, there be included a full ex- 
planation of the transaction and its “‘possi- 
ble effect upon the character of future divi- 
dends.’’ The Commission suggests that such 
an explanation might well conclude with 
the statement that if subsequent earnings 
are less than the deficit written off, “‘distri- 
butions thereof may in effect represent dis- 
tributions of capital or capital surplus.’’” 
One may safely predict that corporations 
will usually prefer to seek shareholder 
ratification rather than comply with these 
disclosure requirements. 

Even if shareholder consent is secured, it 
is agreed that “earned surplus thereafter 
should be so labeled as to indicate that it 
dates from a point of time subsequent to 
the inception of the corporation.’’'* In this 
connection, the SEC has added the require- 
ment that “until such time as the results 
of operations of the company on the new 
basis are available for an appropriate pe- 
riod of years (at least three) any statement 


16 SEC Accounting Series Release No. 16, March 16, 
1940. 

Ibid. 

184 Tentative Statement of Accounting Principles 
(1936) 11 AccounTING Review 187, 191 (principle #19). 
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or showing of earned surplus should, in or- 
der to provide additional disclosure of the 
occurrence and the significance of the 
quasi-reorganization, indicate the total 
amount of the deficit and any charges that 
were made to capital surplus in the course 
of the quasi-reorganization which would 
otherwise have been required to be made 
against income or earned surplus.’’!® 

The requirement of ‘‘dating”’ surplus as- 
sumes that a corporation cannot emerge 
from a quasi-reorganization with an earned 
surplus, that amounts to be written off 
“should first be charged against earned 
surplus to the full extent thereof” and 
only the remainder be charged against 
paid-in surplus. Special problems arise in 
applying this rule to corporations with 
subsidiaries. The American Institute bulle- 
tin states that such corporations should 
apply the rule “‘in such a way that no con- 
solidated earned surplus will be carried 
through a readjustment in which some 
losses have been charged to capital surplus. 
If the earned surplus of any subsidiary 
cannot be applied against the loss before 
resort is had to capital surplus, the parent 
company’s interest therein should be re- 
garded as capitalized by the readjustment, 
just as surplus at the date of acquisition is 
capitalized, so far as the parent is con- 
cerned.””! 

One of the unsettled problems with re- 
spect to quasi-reorganizations is that as to 
the writing up of asset values. If shrink- 
ages in value have been written off against 
capital surplus, and if the value of assets 
which have appreciated is not restated, the 
sale of such assets may result in a striking 
inflation of the profits of the post-reorgani- 
zation period. Neither the SEC nor the 
accounting societies have taken a flat posi- 
tion on this problem, although the Insti- 


be SEC Accounting Series Release No. 15, March 16, 
9. 


20 American Inst. of Accountants, Accounting Re- 


search Bulletin No. 3 (1939). 
Tbid. 
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tute bulletin just cited states that in a 
quasi-reorganization, the ‘‘assets and lia- 
bilities shall be so stated that no artificial 
credits will arise from realizations of the as- 
sets or discharge of the liabilities.’ 

Occasionally corporations have used the 
quasi-reorganization procedure to write 
down fixed asset values to an arbitrary or 
nominal figure and thus relieve future in- 
come of normal depreciation charges. Thus 
in 1933 fixed assets of U. S. Industrial Al- 
cohol Company were written down from 
over 19 million dollars to one dollar.” In 
cases such as this, the SEC has required 
that the effect on the earned surplus and 
the profit-and-loss statement be disclosed 
in footnotes to the balance sheet and to the 
profit-and-loss statement.” 


CAPITAL AND SURPLUS ON THE 
BALANCE SHEET 


Much of the confusion with respect to 
capital and surplus is attributable to the 
fact that there has been no single principle 
or purpose underlying the analysis of the 
interests of shareholders on the balance 
sheet. Different forms of balance-sheet 
presentation reveal three distinct criteria 
of analysis. One criterion of analysis, re- 
flecting distinctions in items on the balance 
sheet, is in terms of source of corporate as- 
sets or asset values; contributions from 
shareholders thus being shown separately 
from accumulated earnings, and surplus 
arising from revaluation of assets being 
shown separately from both. The second 
principle influencing balance-sheet ar- 
rangement of net-worth items is that of 
legal availability for distribution to share- 
holders. The third may be designated as a 
criterion of “practical availability” for 


“On this and related problems, see also Werntz, 
Some Current Problems in Accounting (1939) 14 Ac- 
COUNTING REvriEw 117, 118-122. 

% (1940) 15 AccouNTING REviEw 105. 

* Werntz, Financial Statements for Investors (1940) 
69 Journal of Accountancy 22, 27-28. 
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such distribution. This last principle has 
influenced balance-sheet arrangement toa 
comparatively small extent. Items of ap- 
propriated surplus or reserves reflect its in- 
fluence, but it has not become customary 
to make such an “‘appropriation”’ of earn- 
ings where the earnings have been ‘“‘rein- 
vested’’ in fixed assets. 

Until recently the principle of legal avail- 
ability for dividends has had the most 
important influence in determining bal- 
ance-sheet practice. But of late years, when 
accountants have ceased merely to fulmi- 
nate against “‘liberal’’ dividend laws, ac- 
counting opinion has shifted to favor a 
balance-sheet arrangement primarily based 
upon origin of funds. The American Ac- 
counting Association’s tentative statement 
of acdounting principles states: ‘“Two ma- 
jor divisions of the capital of a corporation 
should be recognized: paid-in capital and 
earned surplus. Subdivisions of each section 
should appear as may be appropriate.” 
Two of the advocates of this principle have 
stated further, ‘“The balance sheet is lack- 
ing in clarity if parts of the capital paid in 
are shown separately without being to- 
taled; hence stated capital and paid-in sur- 
plus should always be totaled separately 
from the surplus accumulated as the result 
of profitable administration of resources.” 
Many accountants have expressed agree- 
ment with this change in emphasis” and 
one of them has outlined in detail the way 
in which distinctions from the two other 
points of view may be presented as well. 
He suggests that the balance-sheet analy- 
sis of corporate net worth might be as fol- 
lows 


Principle #14 (1936) 11 AccounTING Review 187, 


% Paton and Littleton, An Introduction to Corporate 
Accounting Standards (1940) 97. 

27 See, e.g., Broad, Some Comments on Surplus Ac- 
count (1938) 66 Journal of Accountancy 215. 

28 Dohr, Capital and Surplus in the Corporate Balance 
Sheet (1939) 14 AccounTING Review 38. In the sum- 
— above I have slightly modified Mr. Dohr’s termi- 
nology. 
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I. Contributed capital. 
A. Legally restricted against distri- 
bution to shareholders. 
B. Not so restricted. 


II. Accumulated earnings. 
A. Legally restricted against distri- 
bution to shareholders (earn- 
ings capitalized through a 
stock dividend or otherwise).”® 
B. Not legally restricted against dis- 
tribution. 
1. Appropriated by action of 
directors. 
2. Not so appropriated. 


A number of recent balance sheets show 
the influence of these considerations. Capi- 
tal stock is now sometimes shown as the 
first “liability” item, including, or immedi- 
ately followed by, “premium on capital 
stock,” with earned surplus at the end of 
the statement.*® More frequently, how- 
ever, when capital stock and earned sur- 
plus are thus widely separated on the 
balance sheet, paid-in surplus is placed 
immediately above earned surplus.*! This 
separation of the items making up the 
“contributed capital’’is even more marked, 
of course, than that involved in the tradi- 
tional juxtaposition of capital stock and 
surplus. 

While emphasis on the distinction be- 
tween contributed capital and accumu- 
lated earnings is clearly in line with the 
general policy of the SEC, the Commis- 
sion’s balance-sheet rules have not thus 
far required an arrangement in this form. 


29 This is one of the most novel features of Mr. Dohr’s 
analysis. In practice, earnings so capitalized are trans- 
ferred to “capital stock,” as discussed in a later section 
of this article. See also Professor Paton’s comments in 
the symposium on the question Js It Desirable to Dis- 
tinguish between Various Kinds of Surplus? (1938) 65 
Journal of Accountancy 281, 287. 

8° Tilinois Bell Telephone Co. prospectus dated Jan. 
17, 1941; The Detroit Edison Co. prospectus dated Dec. 
19, 1940. 

3! Central Illinois Public Service Co. prospectus 
dated Dec. 8, 1938; Central States Electric Co. prospec- 
tus dated Dec. 27, 1939; Columbus and Southern Ohio 
Electric Co. prospectus dated Oct. 22, 1940. 
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Rule 5.02 of Regulation S-X requires a 
separate showing of ‘capital shares” and 
of surplus and states as to the latter: “Show 
in the balance sheet the division of this 
item into (1) paid-in surplus; (2) surplus 
arising from revaluation of assets; (3) 
other capital surplus; and (4) earned sur- 
plus.’’®? Recent prospectuses indicate, how- 
ever, that this rule is construed so as to 
leave much discretion in the accountant as 
to the arrangement of balance-sheet items. 


RESTORATION OF SURPLUS 


The writer has elsewhere said that “if 
excessive amounts have been charged in 
past periods for depreciation, or if expendi- 
tures for permanent assets have been 
charged to expense accounts, thus under- 
stating profits and financial condition, 
these ‘conservative’ errors may later be 
corrected and the increase of past profits 
thus revealed used for dividends.’ Thus, 
in Statley v. Read Brothers, Lid., ** the court 
refused to enjoin a dividend out of surplus 
created by the restoration of a goodwill 
account which had been written off against 
the profits of past periods. The court said, 
“No doubt the accounts showing the par- 
ticular methods adopted were approved 
every year by the shareholders in general 
meeting, but I am not satisfied that the 
shareholders thereby intended, or bound 
themselves, for all time and in all circum- 
stances to give up their claims te these prof- 
its and to treat them as capital only.”™ 

The chief accountant for the SEC has 
recently thrown doubt upon the soundness 
of this view. ‘‘It is conceded that an erro- 
neous entry may later be corrected. But ifa 
completed transaction is recorded in ac- 
cordance with accepted accounting prin- 
ciples, is there justification for a reconsider- 
ation of the entry and subsequent change 

32 934. 

%3 Graham and Katz, Accounting in Law Practice (2d 
ed. 1938) §77. 


4 [1924] 2 Ch. 1. 
% Td. at 5. 


a 


in treatment? . . . Perhaps the problem is 
merely a simple one of deciding whether 
there is a statute of limitations which runs 
against accounting decisions.’ One of the 
examples cited by Mr. Werntz is that of a 
corporation which had capitalized over $4,- 
000,000 of earned surplus by the declara- 
tion of a stock dividend. It later reduced its 
stated capital and attempted to restore the 
amount of the reduction to earned surplus. 
One can readily agree that earned surplus 
may not thus be restored. This case in- 
volved not merely a reversal of accounting 
entries. Regardless of the nature of the sur- 
plus which was originally capitalized, the 
surplus arising from the subsequent reduc- 
tion of stated capital would seem clearly a 
capital surplus. 

In another case cited by Mr. Werntz, 
the corporation had written off intangibles 
against earned surplus. At that time the 
corporation had no paid-in surplus but later 
acquired such surplus in connection with 
an additional issue of shares. The corpora- 
tion sought to transfer from this paid-in 
surplus to earned surplus an amount equal 
to the former write-down of intangibles. 
Mr. Werntz expressed disapproval of this 
entry without considering the question of 
whether goodwill may properly be charged 
against paid-in surplus existing at the time 
of the write-off. He concluded, “If, under 
these circumstances, a transfer from paid- 
in surplus to earned surplus may not be 
availed of to increase earned surplus, may 
the corporation resort to a reversal of the 
entry which charged good will to earned 
surplus? I need not express an opinion on 
this question for so far as I can recall, the 
question has not yet been presented to us 
for consideration.’’*’? The Commission has 
apparently not yet determined whether or 
not to repudiate the rule of the Staéley** 
case. 


%® Werntz, Some Current Problems in Accounting 
(1939) 14 AccounTING REviEw 117, 123. 
7 Td. at 124. 
38 [1924] 2 Ch. 1, cited note 34 supra. 
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STOCK DIVIDENDS 


When a dividend is declared payable in 
the corporation’s own shares, the principal 
accounting problem is as to the amount 
which should be transferred from surplus to 
stated capital with respect to the dividend 
shares. For par-value shares, the usual prac- 
tice has been to transfer an amount equal 
to the aggregate par value. Where the 
shares have no par value; the problem is 
affected by the discretion which the direc- 
tors have, under most statutes, to fix the 
consideration for which no-par shares are to 
be issued. In the absence of special provi- 
sions dealing with stock dividends, the di- 
rectors are usually recognized as having 
full discretion as to the amount to be cap- 
italized. There has been great variety in 
the practices followed and little progress 
has been made by accounting organiza- 
tions in the development of standard re- 
quirements. To name only a few of the 
practices which have had more or less cur- 
rency, the amount transferred has been, 
variously, a nominal or arbitrary amount 
per share, the average stated value of the 
previously outstanding shares, the full 
book value of such shares, and the market 
value.*® 

In 1929, the New York Stock Exchange 
became concerned about this problem, 
largely because of the practice of some cor- 
porations to declare periodic stock divi- 
dends in lieu of cash dividends. With only 
nominal amounts of surplus transferred to 
capital, a corporation without substantial 
earnings would be able to follow an appar- 
ently generous dividend policy and con- 
tinue to show an unimpaired earned sur- 
plus. The exchange took the position that 
in order for the distribution to be a “true 
earned stock dividend” there should be 
charged against earned surplus an amount 


39 Further practices are listed in the Hoxsey article 
cited note 40, infra. See also SEC, Report on Investment 
Trusts and Investment Companies (1940) pt. III, c. VI, 
I-106 to I-115. 
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per share equal to the sum of the stated 
capital and capital surplus represented by 
each share outstanding.*® This suggestion 
covered par-value shares as well as no-par, 
and in the former case, the amount of earned 
surplus in excess of par would be trans- 
ferred to capital surplus rather than to 
stated capital. The exchange did not make 
this practice mandatory, however, but 
merely required that full disclosure be 
made to shareholders with respect to the 
amount capitalized in connection with a 
stock dividend. 

A number of recent statutes have con- 
tained provisions upon this point. The Cal- 
ifornia Act requires in the case of no-par 
shares entitled to a preference on involun- 
tary liquidation that the amount trans- 
ferred to stated capital shall be equal to 
the liquidation preference. In the case of 
common shares, they shall be valued upon 
the basis of “the estimated fair value of 
such shares upon issue, as determined .. . 
by... the board of directors.’”*! The 
Michigan Act requires the transfer to capi- 
tal of an amount at least equal to the aver- 
age stated capital applicable to outstand- 
ing no-par shares.” The Ohio Act permits 
the distribution of no-par shares with a 
transfer to stated capital of any amount 
fixed by the board of directors or “without 
any change of stated capital, as the board 
of directors may determine.” A stock 
“dividend” without any capitalization of 
surplus would seem identical with a “stock 
split.’”** While the Illinois Act requires 
some capitalization of surplus, no mini- 
mum is fixed; there is a requirement, 
however, that the amount transferred to 
stated capital be disclosed to the share- 


40 See Hoxsey, Accounting for Investors (1930) 50 
Journal of Accountancy 251, 264-269, 279-282. 

4 Gen. Corp. Law, Civ. Code §346a. 

42 Gen. Corp. Act §22. 

4 Gen. Corp. Act §8623-8638. 

“ Presumably the Ohio provision quoted above 
would not apply to a dividend payable in shares of a 
class different from that held by the recipients of the 
dividend. 
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holders when the dividend is distributed. 

Turning to the treatment of stock divi- 
dends upon the books of the recipient, we 
find a similar lack of uniformity of prac- 
tice.“ The orthodox accounting position 
has been to deny that the receipt of the 
dividend shares constitutes income to any 
extent.” Under this practice, the stock divi- 
dend is treated by the recipient just like a 
“split-up” of the shares held. This position 
seems clearly correct in the case of a large 
stock dividend which, if treated as a distri- 
bution of earnings at all, would be a distri- 
bution out of earnings accumulated prior to 
the acquisition of the shares upon which 
the dividend is declared. To enter the divi- 
dend shares at any figure would clearly be 
misleading in the absence of an adjustment 
in the value of the shares originally held. 
Especially in the case of small periodic 
stock dividends, however, their treatment 
as income by the recipient to the extent of 
the market value of the shares received has 
been occasionally defended. At least in the 
case of holding companies, this practice is 
open to serious abuse if the market value of 
the shares is substantially greater than the 
amount of surplus capitalized on the books 
of the declaring company. As Hoxsey 
pointed out, “there is the possibility of dan- 
gerous pyramiding of unearned paper prof- 
its, progressing geometrically, not arith- 
metically, if stock dividends are accounted 
for by the receiving company on a higher 
basis than that charged against earnings or 
earned surplus by the issuing company.” 
Because of this danger, the New York Stock 
Exchange requires of corporations with 
listed shares an agreement that they “will 
not take up . . . as income stock dividends 


4 Bus. Corp. Act §41 (f). Special provision is made 
for “‘stocksplits.” §41 (g). 

46 See SEC, Report on Investment Trusts and Invest- 
ment Companies (1940) pt. III, c. VI, I-116to I-123. 

47 Authorities are cited in Kerrigan, Corporate Distri- 
butions as Income to Stockholders (1938) 13 AccOUNTING 
REviEw 366, 376. 

48 Hoxsey, Accounting for Investors (1930) 50 Journal 
of Accountancy 251, 271. 
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received to an amount greater than that 
charged against earnings, earned surplus, or 
both... by the corporation paying such 
dividends.”’ This rule has also been adopted 
by the SEC under the Public Utility Hold- 
ing Company Act of 1935.* 


LIQUIDATION PREFERENCES AND 
STATED CAPITAL 


One problem in accounting for preferred 
shares furnishes another illustration of the 
influence of accounting requirements in the 
reform of corporate practices. This is the 
problem of preferred shares with a par or 
stated value less than the amount of the 
preference on involuntary liquidation. This 
type of preferred share has been referred to 
by Commissioner Healy as “that excres- 
cence, that abomination which charter- 
mongering states—corporation ‘Reno’s’ 
..., have put upon us . . . in their ‘liberal- 
ization’ of corporation laws.’®® Commis- 
sioner Healy gave as an example shares 
sold for $50, having a par value of $40, and 
entitled to an annual dividend of $3 and to 
a $50 preference on liquidation. In such a 
case, the shares are almost invariably car- 
tied on the balance sheet at the par value 
of $40 with the $10 additional considera- 
tion shown as capital surplus. 

A more extreme case was presented by 
the financing of Dodge Brothers, Inc., in 
1925. Here preference shares without par 
value were set up on the balance sheet at $1 
per share despite a liquidation preference 
of $105 per share and a $7 annual dividend 
rate. It was with respect to this balance 
sheet that Professor Ripley used the terms 


“ Uniform System of Accounts for Public Utility 
Holding Companies (1936) 25 Note A. The general regu- 
lations of the SEC under the acts of 1933 and 1934 re- 
quire that the company disclose and “explain” any dif- 
ference between the basis on which the shares are “taken 
up” as income by the recipient and that on which they 
have been charged to income or earned surplus by the 
disbursing corporation. SEC Regulation S-X rules 6.03 
(c), 12.17 n. 3. 

5° The Next Step in Accounting (1938) 13 ACCOUNTING 
Review 1, 6. 
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“prestidigitation,” “‘acrobatics,”’ and “‘ac- 
counting monstrosity.’ 

The SEC now requires that a spot-light 
be focused upon such acrobatics. The fol- 
lowing information with respect to pre- 
ferred shares must be set forth in balance 
sheets or in explanatory notes: 


Preferences on involuntary liquidation, if other 
then the par or stated value, shall be shown. 
When the excess involved is significant there shall 
be shown (i) the difference between the aggre- 
gate preference on involuntary liquidation and 
the aggregate par or stated value; (ii) a statement 
that this difference, plus any arrears in dividends, 
exceeds the sum of the par or stated value of the 
junior capital shares and the surplus, if such is the 
case; and (iii) a statement as to the existence, or 
absence, of any restrictions upon surplus growing 
out of the fact that upon involuntary liquidation 
the preference of the preferred shares exceeds its 
par or stated value.® 


In recent security issues, the statement 
made in most prospectuses, pursuant to 
the requirement of clause (iii), is that 
“there are no restrictions upon surplus 
growing out of the fact that upon invol- 
untary liquidation the preference of the 
preferred shares exceeds its par or stated 
value.” The chief accountant of the Com- 
mission has suggested that the requirement 
of a statement of such restrictions on sur- 
plus arose “out of the feeling that, if sur- 
plus had been contributed by the preferred 
shareholders,** a court of equity might en- 


51 Main Street and Wall Street (1927) 194-196. These 
shares, together with the other securities of the corpora- 
tion, were originally issued to investment bankers in re- 
turn for the assets and business of the predecessor com- 
pany. The bankers sold the preference shares at $100 per 
share, with a “bonus” of one Class A Common share. 
The offering circular stated: “The capital stock of the 
company (no par value) will be issued almost entirely 
against the established earning power, which is not as- 
signed a value in the balance sheet.” 

52 SEC Regulation S-X under Securities Act 1933 and 
Securities Exchange Act of 1934, rule 3.18 (d) (3). This 
requirement was first announced in SEC Accounting 
Series Release No. 9, Dec. 23, 1938. 

53 In some states part of the consideration received 
for preferred shares may be set up as paid-in surplus 
only if the amount allocated to stated capital is equal to 
the aggregate liquidation preference. Ill. Bus. Corp. Act 
§19; Pa. Bus. Corp. Law §614. In California the entire 
consideration for no-par shares having a liquidation 
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join dividends, at least to common share- 
holders, which reduced such surplus below 
an amount necessary to satisfy the liqui- 
dating value of the preferred shares. . . .”™ 
It is possible, however, that restirctions on 
surplus might exist in other situations;~ 
it is possible that a dividend on common 
shares might be enjoined in any case where 
the difference between the aggregate liqui- 
dation preferences and the aggregate stated 
value of the preferred shares exceeds the 
total stated value of the common shares. 
In such a case a court might well enjoin a 
common dividend by analogy to the gen- 
eral rule against fraudulent conveyances, 
viewing the position of preferred sharehold- 
ers as, for this purpose, similar to that of 
corporate creditors. 

Commenting upon the Commission’s 
requirements of disclosure in these cases, 
the editor of the AccoUNTING REVIEW has 


preference must be credited to stated capital. Gen. Corp 
Law, Civ. Code §300b. 

For a case where the fact that part of the considera- 
tion for preferred shares had been credited to capital 
surplus was emphasized as special reason for showing 
the shares at their liquidating preference ($100) rather 
than their stated value ($40), see In the Matter of 
Northeastern Water and Electric Corp., Holding Com- 
pany Act Release No. 2314, Oct. 2, 1940, at 8. 

54 Werntz, Accounting Requirements of the Securities 
and Exchange Commission, address before Texas Society 
of Certified Public Accountants, June 13, 1940, p. 8 of 
mimeographed text released by SEC (italics added). See 
also Mr. Werntz’s address, Footnotes and Financial 
Statements, before Minnesota Statistical Association, 
May 9, 1939, pp. 4-6 of mimeographed text. 

55 The problem is briefly discussed in American Insti- 
tute of Accountants, Fiftieth Anniversary Celebration 
(1937) 194-196, 197-198, particularly as it arises through 
a formal reduction in the stated value of the preferred 
shares. 

In Johnson v. Fuller (E. D. Pa. 1940) Prentice-Hall 
Corp. Serv. 421,145, the court dismissed a bill brought 
by a preferred shareholder of The Curtis Publishing 
Company to enjoin a “voluntary” recapitalization. The 
court said, “It has been stressed by counsel for the com- 
plainant that there was a Twenty Million Dollar 
($20,000,000) surplus available from which the com- 
pany might have paid the accrued dividends. But as was 
testified to, this Twenty Million Dollars ($20,000,000) 
was really a bookkeeping surplus in that the total assets 
of the company were far less than the amount of the pre- 
ferred stock taken at its liquidation value, and accord- 
ingly the existence of a surplus as set up, under these 
circumstances was only done by carrying the preferred 
stock at a much lower stated value than its liquidating 
value.” 
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expressed a regret that current accounting 
standards do not require an even more 
striking presentation of the facts. He 
suggested the following form: 


Equity of preferred stock 
1,000 shares at liquidating 


value of $110 per share $110,000 
Cumulative dividends in ar- 
rears, $21 per share 21,000 
Total equity $131,000 
Less net assets available 
Preferred stock, 
stated value $50 ,000 
Common stock, 
stated value 5,000 
Capital surplus 20,000 
Earned surplus 10,000 
85 ,000 
Deficit in equity of preferred 
shareholders $ 46,000 


There is some reason to believe that the 
Commission’s disclosure requirements are 
influencing corporations to fix the par or 
stated value of preferred shares at the 
amount of the liquidation preference.*’ Pro- 
spectuses for recent issues show a marked 
trend in this direction. In cases under the 
Holding Company Act, of course, the Com- 
mission’s control is more direct. While 
many of the new preferred shares issued 
with the authorization of the Commission 
are given a stated value equal to the prefer- 
ence on involuntary liquidation, this is ap- 
parently not always required.** 

56 (1937) 12 AccouNTING REVIEW 424, 426. 

57 In a recent proceeding under the Holding Company 
Act, a corporation proposed to change its preferred 
shares from a stated value of $50 to a par value of $100. 
In approving the application the Commission com- 
mented that the change would result in “correctly stat- 
ing the preferred stocks at their liquidating value. ...” 
The balance-sheet presentation of the shares at $50 was 
referred to as “of doubtful propriety.”’ In the Matter of 
Securities Corporation General Holding Company Act 
Release No. 2301, Sept. 23, 1940. 


58 In the Matter of East Tenn. Light & Power Co., 6 
SEC 969, 974 (1940). 
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TREASURY SHARES 


While purchases by a corporation of its 
own shares may not ordinarily be thought 
of as corporate “‘distributions” to share- 
holders, such transactions are closely re- 
lated to corporate dividends and distribu- 
tions of capital. These relations, further- 
more, afford some of the most interesting 
illustrations of the interplay of accounting 
and law. An understanding of this inter- 
play will be promoted by recognizing at the 
outset the complexity of the subject—the 
number of problems which are closely re- 
lated and which must be viewed as a whole 
before the accounting treatment of any of 
them may be adequately considered. The 
following is an outline of the most impor- 
tant of these problems: 


I. What are the limitations on the 
power of a corporation to buy its 
own shares, particularly limita- 
tions in terms of corporate capital 
or surplus? 

II. What is the immediate effect of the 
purchase? 

A. Does it have the effect of reducing 
the surplus available for divi- 
dends? 

B. If the purchase price was less 
than the par or stated value of 
the shares, does the discount 
represent in any sense a profit 
or an addition to surplus? 

IIT. What is the result of a resale of the 
shares? 

A. Does the resale neutralize the ef- 
fect of the purchase upon sur- 
plus (IIA, above) and restore 
its availability for dividends? 

B. If the resale was at more than 
cost, is surplus available for 
dividends thereby increased? 

C. If the resale was at less than cost, 
must the difference be treated 

as a reduction of the earned 
surplus? 
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IV. What is the effect of a formal cancel- 
lation of the shares in compliance 
with thestatutory procedure forthis 
type of reduction of stated capital? 

A. Does the cancellation neutralize 
the effect of the purchase on 
surplus (IIA, above) and re- 
store its availability for divi- 
dends? 

B. Where the par or stated value of 
the treasury shares exceeded 
their cost to the corporation, 
what is the significance of this 
discount when the shares are 
cancelled? 

C. If the shares were purchased at 
more than their stated value, 
what is the effect of the cancel- 
lation? 

It is with all of these legal problems in 
mind that the accounting for the purchase 
of treasury shares must be considered. 
There are four principal methods of show- 
ing treasury shares on the balance sheet. 
They may be shown (a) among the assets, 
or (b) as a deduction on the “liability” 
side (1) from the capital stock item, or (2) 
from surplus, or (3) from the total of capi- 
tal stock and surplus. Furthermore, before 
selecting from these possibilities, the ac- 
countant must decide whether the shares 
are to be set up at cost or at their par or 
stated value, a decision which may influence 
his choice of balance-sheet presentation. 

Let us begin by considering briefly the 
first two of the legal questions outlined 
above. In a majority of American jurisdic- 
tions, a corporation may not buy its own 
shares when the purchase would impair 
stated capital. This is frequently phrased 
as a rule that purchases of treasury shares 
may be made only “‘out of surplus.” A few 
American states have adopted the English 
rule forbidding all purchases by a corpora- 
tion of its own shares, with very few excep- 
tions. In a few other states, notably 
Massachusetts and Wisconsin, it is held 
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that a corporation may make purchases 
which impair its stated capital so long as 
the corporation is not rendered insolvent 
or itsinsolvency made imminent. Through- 
out this section, we shall assume, unless 
otherwise noted, that the majority or “‘sur- 
plus” rule is in force.°® 

As a corollary to this rule, it has come to 
be recognized that a purchase of treasury 
shares has the effect of rendering unavail- 
able for dividends (or for further purchases 
of treasury shares) a portion of the surplus 
equal to the cost of the shares acquired. 
This is clearly a necessary corollary if the 
policy behind the surplus requirement is 
not to be defeated. Certainly, after pur- 
chasing treasury shares up to the full 
amount of its surplus, a corporation should 
not be free to continue its purchases. A 
dividend would similarly appear improper. 
It is surprising that so obvious a point es- 
caped comment until rather recently and 
that its discussion appears to have been 
limited to accounting articles and texts. 
In some states this rule concerning the 
“freezing” of surplus representing the cost 
of treasury shares is embodied in the stat- 
utes, either explicitly™ or through the ex- 
cluding of treasury shares in computing as- 
sets and including them in stated capital. 
The same result should follow, however, in 
any jurisdiction in which the surplus rule 
has been accepted either by statute or 
common law decision. It may be, as Pro- 
fessors Dodd and Baker have suggested 
that under the surplus test, once the actual 
facts were disclosed, no lawyer would seri- 


59 Space does not permit a consideration of the com- 
plications introduced by statutes distinguishing for this 
purpose between various types of surplus. See, e.g., Il. 
Bus. Corp. Act §6. 

6° The first suggestions of the point were in connec- 
tion with suggestions that treasury shares be shown as 
deduction from surplus. Brundage, Treatment of No-Par 
Stock in New York, New Jersey and Massachusetts (1926) 
41 Journal of Accountancy 241, 251-254; Robbins, No- 
Par Stock (1927) c. X11; Wildman and Powell, Capital 
Stock Without Par Value (1928) c. VII; Marple, Capital 
Surplus and Corporate Net Worth (1936) 53-54; Graham 
and Katz, Accounting in Law Practice (2d ed. 1938) §89. 
61 Mich. Gen. Corp. Act §10h. 

62 Til. Bus. Corp. Act §§2(j), (k), (m), 6, 41(a). 


ously consider that the surplus would re- 
main free for dividends or share purchases. 
Most corporation lawyers, however, have 
apparently failed to call the point to the 
attention of the corporate officers and ac- 
countants. As will be noted, corporate bal- 
ance sheets have generally failed to note 
this effect of a purchase of treasury shares. 

With the surplus rule and its “freezing” 
corollary in mind, we may deal with the 
various methods of showing treasury shares 
on the balance-sheet. Listing treasury 
shares as an asset has long been criticized 
by accountants and is now, inferentially at 
least, forbidden by the SEC.™ Certainly 
one may criticize the hiding of treasury 
shares under an asset heading ‘“‘U. S. Gov- 
ernment and Other Marketable Securi- 
ties’”® or even ‘Investments in Non-com- 
petitive Companies.” It is not so clear, 
however, that the practice is seriously mis- 
leading if the item is separately listed and 
clearly described. Despite the criticism of 
accounting writers, the showing of treas- 
ury shares as an asset has been a not infre- 
quent practice down to a very recent 
date. If the shares are to be listed as an as- 
set, it is important, of course, to show in 
some way the effect of the purchase upon 
surplus, and it may be desirable also to 
show the composition of the capital stock 


68 Dodd and Baker, 1 Cases on Business Associa- 
tions (1940) 751 n. 25. 

64 SEC Regulation S-X, rule 3.16 (prescribing form 
and content of financial statements under the Securities 
Act of 1933 and the Securities Exchange Act of 1934). 

85 This method was used by Allied Chemical and Dye 
Corporation, according to a letter from Mr. Richard 
Whitney, President of the New York Stock Exchange, 
quoted in Nussbaum, Acguisition by a Corporation of Its 
Own Shares (1935) 35 Col. L. Rev. 971, 985 n. 68. 

66 See Helvering v. R. J. Reynolds Tobacco Co., 306 
U.S. 110, 112 (1939). 

87 Sanders, Hatfield, and Moore, A Statement of Ac- 
counting Principles (1938) 90; SEC, Report on Invest- 
ment Trusts and Investment Companies (1940) pt. III, 
c. VI, I-50 to I-58; Holt and Morris, Some Aspects of 
Reacguired Stock 1931-1933 (1934) 12 Harv. Bus. Rev. 
505, 507-508. 

The Swift & Company consolidated balance sheet as 
of Oct. 28, 1939 showed on the asset side: 

Treasury Stock, 79,465 shares (at 

market value, Oct. 31, 1936 $23% 
per — which is less than 


$1, 857,494.38 


38 
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item. The following form will illustrate 
this treatment. This illustration is based 
upon the assumption (perhaps improba- 
ble) that a corporation with an earned sur- 
plus has purchased for $4,000 shares of its 
own stock with a par value of $5,000. 
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“freezing of surplus” rule.® It may not be 
unfair to say that, at least until recently, 
accountants have so spent their reforming 
zeal in insisting that treasury shares be not 
shown as an asset that they have had little 
left for the more important task of insist- 


Form A 
Treasury shares 
(at cost) $ 4,000 
Other assets 96,000 
$100,000 


If treasury shares are not shown as an 
asset, they are shown, in practice, as a de- 
duction from capital stock, from surplus, 
or from the total of these items. All of 
these methods are apparently permissible 
under the general regulations of the SEC. 
The method most frequently used is to 
show treasury shares as a deduction from 
capital stock. While the purchase of treas- 
ury shares does not, of course, reduce the 
legal capital, the showing of treasury 
shares as a deduction from capital stock is 
not seriously misleading in this respect. 
Under this method, of course, as where the 
shares are listed as an asset, it is important 
to show that earned surplus has been ren- 
dered unavailable for dividends in an a- 
mount representing the cost of the treasury 
shares.*® This has not, however, been cus- 
tomary. Such notations have seldom been 
made except in the case of corporations 
organized under the laws of the states 
where the statute expressly sets forth the 


% This is, of course, not necessary in jurisdictions, 
such as Massachusetts, where the “surplus” rule is not 
in force. In such jurisdictions, treasury shares may 
properly be shown as a deduction from capital stock 
without further note. 


Liabilities $ 10,000 
Capital stock (par value) 
Outstanding $70,000 
Treasury shares 5,000 
—— 75,000 
Earned surplus (of which $4,000 
is restricted by purchase of 
treasury shares) 15,000 
$100,000 


ing upon the disclosure of the effects of the 
purchase upon the earned surplus. Taking 
the same case as that used in Form A, the 
following form illustrates the showing of 
treasury shares as a deduction from capital 
stock. 

When treasury shares are shown as a de- 
duction from capital stock, they must be 
shown, of course, at their par or stated 
value, regardless of cost. If, therefore, the 
shares have been purchased for less than 
par, the difference must appear as an item 
on the “liability” side. It is sometimes 


69 Earned surplus shown as follows on the consoli- 
dated balance sheet of The Peoples Gas Light and Coke 
Co. (Ill.) Dec. 31, 1939: 

Earned Surplus................. $9 690,986.75 

Earned surplus of $1,203,800 is restricted by sta- 
tutory provisions for dividend purposes on ac- 
count of reacquired stock and earned surplus of 
$3,787,465 additional may be similarly restricted 
on account of stock acquired by a subsidiary. 

Despite the absence of an express provision to this 
effect in the Delaware statute, the following footnote 
was added explaining the earned surplus item on the 
consolidated balance sheet of Colgate-Palmolive-Peet 
Company used in the prospectus dated March 19, 1940: 
“The earned surplus of the Company is restricted under 
Delaware law to the extent of $2,259,387.50, by reason 
of the acquisition of treasury stock, until formal cor- 
porate action shall have been taken to reduce the capital 
of the Company with respect to such treasury stock or 
until such stock shall have been sold, or otherwise dis- 
posed of.” 
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called “surplus from purchase of treasury 
shares.” Since this surplus is probably not 
a surplus available for dividend under the 
laws of any state,” it is obviously impor- 
tant that the item be clearly labeled. It is 
not to be confused, furthermore, with sur- 
plus arising from the resale or from the 
cancellation of treasury shares, types of sur- 
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ally set up the shares at par and charge the 
premium against earned surplus. In the 
event that the shares are later sold at cost, 
the question will arise as to the proper 
treatment of the premium on the resale. 
Many accountants would object to a cred- 
iting of the premium to earned surplus. On 
the other hand, it is not clear, either from 


Form B 
Assets $96,000 | Liabilities $10,000 
Capital stock (par value) 
Issued $75,000 
Treasury shares 5,000 
Outstanding 70,000 
Discount on treasury shares 1,000 
Earned surplus (of which $4,000 
is restricted by purchase of 
treasury shares) 15,000 
$96,000 $96,000 


plus which are discussed below. The fact 
that the showing of treasury shares as a de- 
duction from capital stock results in set- 
ting up this surplus or discount would 
seem a consideration militating against 
the practice. However, the accounting sys- 
tems prescribed by a number of administra- 
tive agencies have adopted it and require 
crediting such discount to “Capital Sur- 
plus.’ 

If the purchase was for more than par, 
the practice of showing the shares as a de- 
duction from capital stock (at par) requires 
a reduction of surplus by the amount of the 
premium. Where this method is to be used, 
the entry to record the purchase will usu- 


7 But see Starring v. Kemp. 167 Va. 429, 433, 188 
S. E. 174 (1936). 

1 See Dodd and Baker, 1 Cases on Business Associa- 
tions (1940) 752-753, n. 28, 29. 


the legal or from the accounting point of 
view, that the corporation which has pur- 
chased and resold at the same premium, 
should be considered as having a smaller 
earned surplus than before the purchase. 
The significance of this point will appear 
more clearly after a consideration of other 
methods of balance-sheet presentation. 
The showing of treasury shares as a de- 
duction from surplus is seldom resorted to in 
practice. Its principal advantage lies in the 
fact that it shows rather emphatically the 
effect of the purchase in “freezing” earned 
surplus to the extent of the cost of the 
treasury shares. As already noted, how- 
ever, it is not the only way in which this 
restriction may adequately be disclosed. 
The following form illustrates this method 
of presentation. 


| 
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Form C 
Assets $96,000 | Liabilities $10,000 
Capital stock (par value) 
Outstanding $70,000 
Treasury shares 5,000 
—— 175,000 
Earned surplus $15,000 
Less cost of treasury 
shares 4,000 
Unrestricted surplus 11,000 
$96,000 $96,000 


As already suggested, some accountants 
have supported this practice,” and the 
Michigan statute requires that the effect of 
the purchase be revealed ‘‘either by show- 
ing the cost of such respective purchases as 
a deduction from surplus or by classifying 
its surplus accounts in such manner as to 
show the amount of surplus applied to such 
purchases and which therefore shall not be 


7 See note 60 supra. One of these writers carries the 
theory underlying this practice one step further. He sug- 
gests that the purchase be entered by a debit to earned 
surplus and a credit to cash with the treasury shares 
shown in the ledger only by memorandum entry. Rob- 
bins, No-Par Stock (1927) c. XII. 


Form D 


available for dividends of any kind or for 
additional purchase of its own stock or for 
any other purpose.’ 


78 Mich. Gen. Corp. Act §10h. Compare the second 
alternative with the parenthetical notation suggested in 
Forms A and B above. It is to be compared also with 
the practice advocated by Marple, Capital Surplus and 
Corporate Net Worth (1936) 67-68. In addition to an en- 
try setting up treasury sharesat cost, he suggests a trans- 
fer from earned surplus to “surplus reserved as stated 
capital.” The amount he would so transfer, however, is 
the cost or stated value of the shares, whichever is lower. 


If a premium was paid, an additional against 
surplus is made as part of the first entry. While the au- 
thor explains that his second entry will be reversed (and 


the “reservation” of surplus thus cancelled) if the shares 
are resold at cost, he does not state whether the pre- 
mium would in that event be credited to earned surplus. 


$96,000 


Assets 


Liabilities $10,000 
Capital stock (par value) 
($5,000 held in treas- 
ury) $75,000 
Earned surplus (of which 
$4,000 restricted 
through purchase of 
treasury shares) 15,000 
$90,000 
Less cost of treasury 
shares 4,000 


Net worth 
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Increasing support is developing for the 
practice of showing treasury shares as a 
deduction from the sum of capital stock 
and surplus. In the language of the tenta- 
tive statement of principles approved by 
the executive committee of the American 
Accounting Association: ‘‘The cost of re- 
acquired shares of capital stock should, if 
the shares are reissuable, be regarded as an 
unallocated reduction of capital and sur- 
plus rather than as an asset;...”* In 
this method of presentation, as in Forms 
A and B, it is probably necessary to indi- 
cate the restriction upon earned surplus. 
Form D is illustrative. 
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The earned surplus of $15,000 is now shown 
without any restriction. This seems clearly 
the result under the Illinois statute;” the 
“‘freezing”’ of surplus lasts only so long as 
the treasury shares are held. To be sure, 
the result may disappoint the expectations 
of prior creditors as to their margin of 
safety, but similar injury to creditors is 
made possible by the absence of limitations 
on other types of reduction of stated capi- 
tal also. There would seem no special rea- 
son for giving the creditors added protec- 
tion in the case of a reduction arising 
through the cancellation of treasury shares. 
In the case of a California corporation, 


Form D-1 
Assets $96,000 | Liabilities $10,000 
Capital stock 
Issued and outstanding 70,000 
Surplus arising from cancella- 
tion of treasury shares 1,000 
Earned surplus 15,000 
$96,000 $96,000 


This method, like those illustrated in Forms 
A and C, has the advantage of permitting 
treasury shares to be carried at cost, 
whether more or less than par. 

If the shares have been formally retired 
and the stated capital thus reduced by the 
procedure outlined in the statute, the re- 
sult in most states may be illustrated by 
the following form of balance sheet (as- 
suming that, prior to the cancellation, the 
shares were shown as a deduction from the 
sum of capital stock and surplus, as on 
Form D, above). 


An affirmative answer to this question is given in a re- 
cent text. Kehl, Corporate Dividends (1941) §45.4. Mr. 
Marple’s treatment of treasury shares, which is fol- 
lowed by Mr. Kehl, is unnecessarily complicated. With 
simpler methods available for showing the financial and 
legal situation, the general adoption of their form of 
statement is neither likely nor desirable. 

™ 4 Tentative Statement of Accounting Principles Af- 
fecting Corporate Reports (1936) 11 AccounTiING REVIEW 
187, 190 (principle #16). 


however, a cancellation of treasury shares 
does not have this result. The statute pro- 
vides that earned surplus shall be “re- 
duced” by an amount equal to the cost of 
the shares purchased,” and there is no pro- 
vision that cancellation restores the earned 
surplus.”7 When treasury shares purchased 
at a discount are cancelled, a surplus arises 
from the reduction of stated capital. Such 
a surplus, of course, is very similar to paid- 
in surplus, and, under the statutes of a 
number of states, is subject to similar re- 
strictions.”® 

Assume, however, that the shares are 
not cancelled but resold, and that the pro- 


% Til. Bus. Corp. Act §§2(k), 6, 41(a). 

78 Civ. Code §342. ' 

77 The entire amount of the reduction of stated capi- 
tal (less any deficit) apparently becomes a “‘reduction 
surplus” subject to special restrictions. Jd. at §348(b). 

78 See, e.g., Ill. Bus. Corp. Act §60. 


C 
a 
t 
t 
ei 
d 
ti 
P 
q 
i 
ct 
a 
fe 
Cc 
k 
D 
c 
t 
i 
0 
( 
1 
1 
t 


Accounting Problems in Corporate Distributions 261 


ceeds exceed their cost to the corporation. 
A bitter fight has raged among accounting 
authorities as to the proper treatment of 
the excess proceeds.’® The forces opposing 
the treatment of this item as an addition to 
earned surplus appear to have won the 
day.*° The American Accounting Associa- 
tion’s tentative statement of principles 
provides that gains from the sale of reac- 
quired shares constitute “paid-in capital” ;** 
in 1938 the committee on accounting pro- 
cedure of the American Institute of Ac- 
countants ruled that the excess proceeds 
should be treated as capital surplus.* In 
May of the same year, the SEC published 
an opinion of its chief accountant to the ef- 
fect that the item “‘should be treated as 
capital stock or capital surplus as the cir- 
cumstances require.’’®* 

One writer has urged that it is anoma- 
lous to consider as capital surplus a part 
but not all of the consideration received 
upon the reissuance of the treasury shares.™ 
He considers more “‘logical’’ either the po- 
sition that all of the consideration becomes 
capital or capital surplus, or the position 
that none of it does and that the “profit” 
is an addition to earned surplus. The first 
of these results is prescribed by the Cali- 
fornia statute which provides that “the 
consideration received [on the reissuance of 


See Montgomery, Dealings in Treasury Stock 
(1938) 65 Journal of Accountancy 466; May, Recent 
om on Dealings in Treasury Stock (1938) 66 id. at 


% This, despite the recent withdrawal of the Treas- 
ury Department from its traditional position that taxa- 
ble income cannot arise from a purchase and resale of a 
corporation’s own shares. U. S. Treas. Reg. 103, §19.22 
(a)-16; Helvering v. R. J. Reynolds Tobacco Co., 306 
U.S. 110 (1939). 

*! Principle #15, see note 3 supra. 

82 (1938) 65 Journal of Accountancy 417. 

‘in SEC Accounting Series Release No. 6, May 10, 

% Husband, Accounting Postulates: An Analysis o 
the Tentative Statement of Accounting Principles (1937 
12 AccounTING REVIEW 386, 398-399. 


treasury shares] shall be added to paid-in 
surplus except as far as needed to write off 
a deficit of net assets below the amount of 
stated capital.’”’® In Illinois, however, 
paid-in surplus is defined as “‘all that part 
of the consideration received by the cor- 
poration for, or on account of, all shares 
issued which does not constitute stated 
capital.’’** This language can hardly be 
construed to include the “profit” received 
upon the reissuance of treasury shares. 
The Attorney General of Illinois has there- 
fore ruled that profit on the resale of treas- 
ury shares constitutes “earned surplus.’’*” 

After this survey of the several aspects 
of the problem and of the various proce- 
dures in use, the following is suggested as 
the most desirable accounting practice. It 
is assumed that the ‘surplus’ rule is in 
force and that there are no statutes bearing 
specially upon the accounting questions. 

Treasury shares should be set up at 
cost, regardless of par or stated value. No 
surplus thus arises on the purchase. On the 
balance sheet the cost of shares held should 
be shown as a deduction from the sum of 
capital stock and surplus and the surplus 
should be “tagged” as restricted in the 
same amount. Upon cancellation of the 
shares and reduction of stated capital, this 
“‘tag’”’ should be removed, and earned sur- 
plus should be reduced by the amount of 
the premium, if any, or capital surpius in- 
creased by the amount of any discount. 
Upon resale (assuming, or course, no can- 
cellation), the ‘‘tag’”’ should similarly be 
removed and earned surplus reduced by 
the loss, if any, or capital surplus increased 
by the amount of any gain. 


85 Civ. Code §342b. §342 provides for a “reduction” 
of earned surplus in an amount equal to the cost of the 
shares. 

86 Bus. Corp. Act §2 (1). 

87 Op. No. 526, Nov. 10, 1933, reprinted in Ji. Bus. 
Corp. Act Ann. (1936 ed.) 42. 
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IS THE ECONOMIST TRAINED TO 
USE ACCOUNTING DATA? 


WILLIAM UNDERWOOD 


HE implication in Canning’s The 
Economics of Accountancy to the ef- 
fect that economists in general are 
not sufficiently acquainted with the theory 
of accounting to be able to make satisfac- 
tory use of the statistical material it fur- 
nishes has often been repeated in publica- 
tions in the fields of both accounting and 
economics. In practically every case, how- 
ever, this charge has been merely a state- 
ment of opinion. An examination of the 
literature of the respective fields failed to 
disclose a single report of an objective at- 
tempt to affirm or deny the charge; the 
problem nevertheless is of sufficient im- 
portance to warrant some such investiga- 
tion. 

Now, obviously it is impossible to ap- 
proach every economist and ask him if he 
knows enough about accounting to use ac- 
counting material. The difficulties in- 
volved in such a procedure can be avoided, 
the whole question can be narrowed, and 
at the same time given definiteness, how- 
ever, if we ask instead, ““What academic 
training in accounting do Ph.D. majors in 
economics have?” 

While the soundness of the assumption 
that sufficient exposure to a subject through 
classwork will make a person skilled in that 
field may be open to question; it is the ba- 
sis upon which most of our schools are laid, 
and we shall therefore be in a numerous 
company in accepting it. It is, of course, 
not assumed that such training may not be 
secured outside of the classroom. We are 
simply attempting to set a question which 
(1) can be answered objectively and which 
(2) will help to throw much needed light 
on the truth or falsity of the charge noted 
above. 


To secure an answer to this problem from 
those who should be best qualified to re- 
ply, questionnaires were mailed to the 
heads of the Department of Economics in 
every college or university which was re- 
ported by American Universities and Col- 
leges as having awarded a Ph.D. degree in 
economics during the college decade 1928- 
1939. These numbered fifty-six and were 
distributed into roughly equal number 
groups as shown by Table I. 


TABLE I 
NUMBER OF QUESTIONNAIRES SENT 


No. of Ph.D’s_ No. of 0. of Percent of 
granted by question- Ph.D’s total 
Group eachschool nairessent  Ph.D’s 
during period, to each pa q im each 
1928-1939 group group 
1 126-150 2 274 21.4 
2 101-125 0 0 0 
3 76-100 3 276 21.5 
+ 51- 75 3 199 15.5 
5 26- 50 8 284 22.2 
6 1- 25 40 248 19.4 
Total 56 1281 


Replies were received from forty-four of 
the fifty-six institutions to which question- 
naires were sent, or 78.5%. Since question- 
naire experts feel that it is necessary to 
strive for a full return only when “there is 
danger that failure to respond is prompted 
by some factor of selection” and since this 
factor was not believed to be present in 
this case, the returns received probably 
constituted a sufficiently high percentage 
to serve as a basis for drawing conclusions, 
if the replies were representative of all the 
groups. 

The breakdown of the returns as shown 
by Table II indicates that this percent- 
age of reply was general. All of the groups 
were satisfactorily represented, for not 
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only were replies received from at least 
two-thirds of the schools in each group, but 
approximately 83% of all the degrees 
granted were covered by the replies. 
Further, although no table covers this 
point, all the geographical sections of the 
country, state institutions and privately 
endowed schools, large schools and small 
schools, were included in the replies. 
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of eight of the non-codperating twelve. 
Only one even went so far as to encourage 
students to take accounting courses, and 
here the offering in the Graduate School 
totaled only four semester hours. 

The following points are worthy of note. 

(1) Only about 15% of the Ph.D.’s in 
economics graduated in the last ten years 
have had to meet any stated requirement 


TABLE II 
NUMBER OF REPLIES RECEIVED 


No. of Ph.D’s No. of Per cent of No. of Ph.D’s Percentof Percent of total 
G granted by each s vie: schools in represented total Ph.D’s Ph.D’s in class 
school during group who by replies represented _—represented by 
period, 1928-39 aw answered in group by replies replies 
1 126- 50 2 100 274 25.8 100 
2 101- 25 0 
3 76-100 2 66.7 181 17:4 65.6 
4 51- 75 3 100 199 18.8 100 
5 26- 50 6 75 207 19.5 73 
6 1- 25 31 as 199 18.8 80.2 
Total 44 78.5 1060 


Following is a summary of the replies 
received in connection with the specific 
questions submitted. 

Question 1. “How many semester hours 
of credit in accounting must be presented 
to meet the requirements of the Ph.D. de- 
gree in economics?” 

Thirty-three of the forty-four schools re- 
plying (75%) have no requirement. Of the 
eleven who do have a requirement, only 
seven have set a definite number of semes- 
ter hours. Two schools require three hours, 
one asks for three to six hours, at the dis- 
cretion of the department, two others re- 
quire six hours, a sixth required eight and 
the seventh insists on ‘10 or equivalent.” 
Of the remaining four, one asks for “A 
working knowledge,” two require ‘“‘An ele- 
mentary knowledge,” and at the fourth, 
students are “encouraged to take courses.” 

An attempt was also made in addition to 
determine whether any requirement existed 
in the schools from which no reply was re- 
ceived by examining the graduate bulletins 


in accounting. Only one-fourth of these 
have been required to present at least six 
hours. 

(2) The schools having such requirements 
represent only about 21% of the total. 

(3) No school graduating over seventy- 
five Ph.D.’s in economics during the pe- 
riod has any class hour or knowledge re- 
quirement. 

Question 2. “Must this work be of grad- 
uate character?” applies, of course, only 
to the eleven who made any requirement 
but there is no doubt about the answer. It 
is a very definite ““No.’’ Except for the 
three schools requiring the demonstration 
of a working knowledge the required num- 
ber of credit hours may be accumulated 
anywhere along the line. The background 
required in accounting therefore appears 
not to be on too firm ground. 

Question 3. “Does your university offer 
Graduate work in accounting?” In other 
words, is it possible for a prospective 
Ph.D. major in economics to take gradu- 
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ate work in accounting if he wishes to do 
so? Here individuals hoping for a greater 
degree of correlation between the two fields 
may begin to feel a bit encouraged, since 
thirty-four of the forty-four schools reply- 
ing give such work. However, in addition 
to the ten who do not give any graduate 
work in accounting, two institutions give 
only one course, a third reports that no 
such course was given prior to the school 
year 1940-41 when an introductory course 
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Third, might a somewhat “down the 
nose” attitude on the part of the older 
school of economists! influence such en. 
couragement where work in accounting js 
offered by another division, say, the 
School of Commerce. 

The graduate work in accounting js 
given by the Economics Department alone 
in only six of the schools contacted. This 
group granted a total of eighty-six de. 
grees; over seventy of the eighty-six, how- 


TABLE III 
INSTITUTIONS REQUIRING ACCOUNTING FOR A PH.D. DEGREE IN ECONOMICS 


No. of Ph.D’s , Ne. from k No. of 
granted by each No. of schools we ee . No. making a No. of Ph.D’s 
Group in group requirement affected 
1 126-150 2 2 0 0 
2 101-125 0 
a 76-100 3 2 0 0 
+ 51- 75 3 3 1 73 
3 26- 50 8 7 3 96 
6 1- 25 40 38 7 31 
Total 56 52 11 200 


for graduate credit was first offered, while 
a fourth stated that such a course is only 
given ‘occasionally, on a special basis.” It 
is to be observed, however, that the ten 
schools above mentioned granted a total of 
only eighty-eight Ph.D. degrees in eco- 
nomics during the decade. 

Question 4. “Is this work offered by the 
Department of Economics?”’ 

While this question was not intended as 
a ‘‘When did you stop beating your wife?” 
type, certain ideas and attitudes must be 
considered in evaluating the answer to this 
question. 

First, to what extent does the Depart- 
ment of Economics control or influence the 
scope of any accounting work offered? 

Second, academic departments being 
what they are, might a department be ex- 
pected to give more encouragement to 
work in accounting if such work were of- 
fered by the department? 


ever, were granted by one school. In five 
universities, the work is offered through 
coéperation between the Department of 
Economics and some other department or 
school. This group granted 183 degrees. 
The graduate instruction in accounting 
was therefore wholly or partly a respon- 
sibility of the Economics Department in 
only 25% of the schools reporting, who 
granted about 21% of the degrees. 
Question 5. “If not, what department 
or school offers the work in accounting?” 
In nineteen of the twenty-three schools 
remaining to be accounted for in the group 
offering graduate instruction in accounting 
the course work is given by the School of 
Business, or the School of Commerce, or 
School of Business Administration. In only 
four cases is there a separate academic de- 


1 See Heilman, E. A., “Accounting and Economics,” 
10 AccounTING REviEw 149-54. 


nics,” 
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partment in accounting which has gradu- 
ate status. 

Question 6. “If your answer to No. 1 was 
‘none,’ what proportion of your candi- 
dates do present course work in account- 
ing?” 

Only two schools answered “none.” Be- 
tween them, they granted twenty-eight 
degrees during the decade. One offers grad- 
uate work in accounting through its 
School of Business Administration; the 
other offers no gradutae work and little 
undergraduate work. At the other extreme 
one school making no course requirement 
reports that all of its candidates present 
some work. A second which had indicated, 
in answering question No. 1, that candi- 
dates were “encouraged to take courses,” 
reported that 90% did so. In this case, the 
presumption seems reasonable that the 
course work in salesmanship in this school 
ought to be offered by the Economics De- 
partment. 
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the group, it appears evident that at the 
most not more than 275-300 of the total 
number of candidates actually presented 
credit hours for work in accounting. If to 
this we add the 200 reported in Table 
III as having had to meet certain course 
requirements, it follows that not over 500 
of the 1060 Ph.D.’s covered by the survey 
actually presented any course credit in ac- 
counting to satisfy the requirements for 
the degree. 

While it is possible, of course, that the 
experience reported by one school, that 
“Most have had it, but few offer it for 
credit,” is general most students are usually 
quite willing to make their academic back- 
ground appear as broad as possible and 
where accounting credit is recognized, 
probably would offer it. 

Question 7. ““‘What would be your esti- 
mate of the average number of semester 
hours credit (both graduate and under- 
graduate) in accounting presented by 


TABLE IV 


PROPORTION OF CANDIDATES FROM SCHOOLS HAVING NO STATED REQUIREMENT 
IN ACCOUNTING WHO DO PRESENT COURSE WORK IN THAT FIELD 


No. of Ph.D’s 


granted by each Schools Degrees 


Group school during reporting granted Comments 
period, 1928-39 
1 126-150 2 143 (1) Brae ees counting undergraduate work on which 
ave no chec 
131 (2) “Small.” 
2 101-125 0 _ 
3 76-100 2 93 
88 (2) “C. 25%.” 
4 51- 75 2 = O “sgoe graduate course offered prior to present year.” 
1 2 fo. 
5 26- 50 3 42 (1) “50%.” 
42 (2) “No definite information, but a good many.” 
27 (3) “No information, but probably few.” 
6 1- 25 24 2 (1) “All’—1 school. 
38 (2) “Nearly,” “Practically” or “Almost all’””—5 schools. 
10 
57 (5) “25%,” “20%,” “50, ” “Very few”—4 schools. 
28 (6) “None”—2 schools. 
23 (7) “Varies with interest,” “No definite figures,” “Don’t 


know”—5 schools. 


By multiplying the number affected in 
each group by the percentage reported for 


these candidates to meet preliminary re- 
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Since some replies were expressed in 
years of work, it was assumed that eight 
semester hours represented a year of un- 
dergraduate work and six hours, a year of 
graduate work. Eight schools did not an- 
swer this question, six others did not know, 
and two said “None.” The remaining 
twenty-seven varied from three who re- 
ported from “three to six” to one school 
which reported “24 undergraduate, 14 grad- 
uate.’’ The average was nine and one-half 
hours. 

One school made the point that few can- 
didates presented accounting as one of 
their “‘fields” for the preliminary examina- 
tions but those who did would have had 
from eighteen to thirty hours. A second re- 
ported, ‘Accounting as a separate subject 
has no direct part in our program of gradu- 
ate work. Of course, graduate students 
specializing in certain fields have occasion 
to make some considerable use of account- 
ing concepts and accounting terms, but 
that is another matter.” Several schools 
stated that they had courses in accounting 
which were offered especially for graduate 
students in economics who wished to know 
something about the principles of account- 
ing but who did not wish to specialize in 
the field. Most of these were three or four 
hour courses. In line with this, a depart- 
ment head in a large eastern university in- 
sisted that “‘a good one-half year course 
could be devised to meet the needs of most 
Ph.D. candidates in economics.” 

Now, it is to be seriously questioned 
whether nine or ten hours of course work in 
accounting are sufficient to enable the av- 
erage graduate student to make intelligent 
use of any or all of the accounting data 
that may be available to him. It may be 
enough to teach him the “how” of the re- 
cording of business transactions and the 
methods followed in preparing the accom- 
panying summaries, but most accounting 
instructors would probably agree that the 
“why” would not be mastered. It is en- 
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tirely possible therefore, that the majority 
of Ph.D.’s in economics with no course 
work in accounting are in about as gooda 
position as the average member of the 
minority group who has had only nine or 
ten hours, insofar as making extensive and 
intelligent use of accounting data is con- 
cerned. To those who argue that “half a 
loaf is better than no bread,” the proper 
answer is that “a little knowledge is a dan- 
gerous thing.” 

Question 8. “Has this average number of 
hours been increasing or decreasing over 
the last ten years?” 

Here there is evidence of a trend which 
should be very encouraging to those who 
favor a closer correlation between econom- 
ics and accounting. 


TABLE V 


CHANGES IN SEMESTER-HOUR REQUIRE- 
MENTS IN ACCOUNTING FOR THE 
PH.D. IN ECONOMICS 


Percent No.of Percent 
No. of of total Ph.D’s of total 
schools no. of repre- Ph.D’s 
schools sented reported 
Increasing 20 45.4 622 58.7 
No change 5 11.3 34 ce 
Decreasing 1 2.3 2 Pe 
Not known or 
no answer 18 41 402 37.9 
44 1060 100 


Of the twenty schools reporting an in- 
crease in requirements; one was in group 
No. 1 (126-150), one was in group No. 3 
(76-100), three were in group No. 4 (51- 
75), four were in group No. 5 (26-50) and 
eleven were in group No. 6 (1-25). 

Question 9. ‘“How many staff members 
above the rank of instructor do you have in 
your department?” 

Question 10. “How many of your staff 
above the rank of instructor have had suf- 
ficient training to be prepared to teach a 
course in accounting beyond the elemen- 
tary level?” 
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Question 11. “How many of your staff 
above the rank of instructor are Certified 
Public Accountants?” 

The answers to these three questions are 
considered in a body. The results are as 
follows: 
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ten years’ crop are so trained and the per- 
centage is increasing. 

Question 12. “In your opinion, which 
type of training offers the better prepara- 
tion for teaching accounting at the college 
level: 


TABLE VI 


ACCOUNTING TRAINING DEPARTMENT STAFF MEMBERS ABOVE 
E RANK OF INSTRUCTOR 


No. qualified 


No. of Total no. to give ac- Per cent Per cent 
Group me p ew g schools of staff counting of total PrrriegteN of total 
period, 1928-39 mp members tallied staff of instructor staff 
1 126-150 1 20 1 5 0 0 
3 76-100 2 50 4 12.5 3 6 
4 51- 75 2 46 7 15.2 4 8.7 
5 26- 50 4 79 12 15.2 : 1.3 
6 1- 25 26 207 53 25.6 14 5.2 
Total 402 77 19.1 22 5. 


There is more in this table than meets 
the eye at first glance. It must be remem- 
bered that since accounting is a compara- 
tive newcomer in the academic family, 
many of these staff members received their 
training in a period in which accounting 
did not receive the attention now accorded 
it. Being only human, they have probably 
felt that the course they pursued was rela- 
tively satisfactory and since seniority 
alone would put many of them in positions 
of influence, the introduction of require- 
ments in new fields, especially those which 
have not always had full academic bless- 
ing, has been slow. While there are both 
outstanding and outspoken exceptions, it 
is the younger men in the department who 
have had accounting training. Their posi- 
tions will become more influential as time 
passes, and it will probably follow that 
more attention will be given to accounting. 
After all, the importance of statistical pro- 
cedures in economics had only recently 
been recognized. Then, too, while only 
about 20% of these individuals have ac- 
counting training, nearly half of the last 


(1) Master’s degree in accounting or 
business administration, plus certification 
as a public accountant, 


(2) Master’s degree in accounting or 
business administration, plus the Ph.D. 
degree in economics, 


(3) Master’s degree in economics, plus 
certification as a public accountant.” 


The answers here reveal that whatever 
the policy of their department may be as 
regards economists knowing accounting, 
the majority of the heads of economics 
departments believe that accounting teach- 
ers should know considerable about eco- 
nomics. While eleven had no answer, did 
not know, or did not want to commit them- 
selves, twenty-five voted for No. 2 or No. 
3 in some form, two indicated no choice be- 
tween No. 1 and No. 3, one thought some 
advanced economics was necessary, one 
said it depended upon the man and the job, 
and one suggested that a Ph.D. in account- 
ing was better than any of the three alter- 
natives listed. 

The twenty-five were divided as follows: 
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15 voted for No. 2 
6 voted for No. 3 
4 voted for No. 2 plus a C.P.A. 


Only three favored No. 1 which made no 
direct provision for training in economics. 

That accountants agree with this gen- 
eral position is shown by the increase in the 
number of states where the C.P.A. require- 
ments now include examinations in the 
field of economics.” 

Defined abstractly, accounting and eco- 
nomics do offer many points of contrast. 
Accounting is concerned with the immedi- 
ate situation of an individual business, 
economics with the long run trends of so- 
ciety. In accounting, the key factor is the 
individual owner; in economics, it is the 
enterpriser. Accounting deals with costs, 
economics with values; accounting, with 
assets, economics, with wealth; accounting, 
with realities, economics, with abstrac- 
tions. Accounting sticks to constant price 
levels, economics accepts changing price 
levels. Accounting is ordinarily taught 
through problem and laboratory methods, 
economics through lectures and discus- 
sions. Accounting is a body of principles 
applicable to particular cases, economics is 
a body of hypotheses developed to cover 
average conditions. Accounting is induc- 
tive, economics deductive. Accounting is a 
means of communication, while economics 
is a science. 

Far too much is ordinarily made of these 
distinctions; the line of division is often 
very difficult to locate. If the two disci- 
plines are broadly interpreted they will be 
found to have much in common and many 
of the distinctions which are noted above 
will be of value only for purposes of defini- 
tion and emphasis. The rapidly growing 
importance of the consumer approach to 
economics which is noted in the Eleventh 
Yearbook of the National Council for the 
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Social Studies, the increasing complexity 
of the taxation picture, the widening base 
of the income tax, the steadily increasing 
trend toward centralization of control of 
the economic machinery of the nation, are 
but a few of the factors which are combin- 
ing to force a recognition of the really close 
interrelationship existing between these 
two naturally overlapping fields. 

This recognition is obviously on its way, 
The increase in the amount of work in ac. 
counting which is presented, as reported 
by the answers to question 8, indicates 
that even though few universities as yet 
require accounting training, a growing 
number of the candidates themselves have 
seen the need for such work and are pre- 
paring themselves to meet it. 


SUMMARY 


(1) Only about 20% of the economics 
departments of universities granting Ph.D. 
degrees in economics (1928-39) have any 
semester hour requirement in accounting. 
These requirements affected only 15% of 
the Ph.D.’s graduated in the period. 

(2) Where course hours in accounting 
are required, the work usually need not be 
of graduate character. 

(3) Better than 75% of the universities 
granting Ph.D. degrees in economics offer 
graduate work in accounting. 

(4) That economics departments have 
the responsibility for graduate instruction 
in accounting in less than a quarter of 
schools reporting probably affects the re- 
lations between the two fields. 

(5) Less than half of the Ph.D. majors in 
economics graduating 1928-39 have had 
class work training in accounting. 

(6) The group that has had such training 
has probably not had enough to make full 
use of the available accounting data. 

(7) The average amount of training in 
accounting possessed by Ph.D.’s in eco- 
nomics has been increasing in a majority of 
schools. 
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Accounting Implications of the Business Cycle 


(8) While less than twenty per cent of 
the economics department members above 
the rank of Instructor are prepared to 
teach accounting at the college level, about 
sixty per cent of the heads of these depart- 
ments feel that teachers of accounting 
should be so trained that they may be able 
to teach economics at college level. 

(9) The proportion of economics de- 
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partment staff members who have had 
training in accounting is increasing, so it is 
reasonable to expect that more attention 
will be paid to accounting in the training of 
future Ph.D.’s in economics. 

(10) The distinction between accounting 
and economics is more apparent than real, 
and forces are at work to bridge the gap be- 
tween the two disciplines. 


ACCOUNTING IMPLICATIONS OF THE 
BUSINESS CYCLE 


A. EPPSTON 


being pragmatic in origin and condi- 

tioned by reality, resist codification 
into hard and fast rules. Yet like all parts 
of our culture these principles and prac- 
tices manifest the ‘‘social lag’ and do not 
quite keep up with all the rapid changes 
that occur in the economic scene. Impa- 
tient critics sometimes wish to scrap more 
of these principles and practices than is 
required for necessary adaptation. They 
forget that much in the current scene was 
developed from the past, that the past is 
always with us, and that many of estab- 
lished practices have the same cogency to- 
day as yesteryear. Yet we must not let our 
adaptations to social changes lag too far 
behind. With this thought in mind let us 
explore some of the implications of the 
“business cycle.” 


principles and practices, 


HISTORICAL BACKGROUND 


Many civilizations, including those of 
antiquity, have contributed to the devel- 
opment of the art and science of account- 
ing. However, it developed to maturity in 
the counting-houses of traders. Those who 
devoted themselves to sea-borne trade 
were called mercatores venturarit. A typical 
company, styled “Governor, Assistants 
and Fellowship of the Merchant Adventur- 


ers of England,” was powerful enough to 
have the exclusive rights, up to 1688, to 
export cloth to the Low Countries. Ship- 
ping was the most important business and 
during the seventeenth century ships con- 
stituted the most substantial part, if not 
the bulk of durable capital in England. 
With this sort of history it is small won- 
der that the venture itself and not the fiscal 
period became the frame for the gathering 
of accounting data. Neither is it remarka- 
ble that in such a venturesome world the 
balance sheet rather than the income state- 
ment became the cynosure of investors’ 
eyes. When the great upswing in shipping 
and in consequent speculation came be- 
tween 1660 and 1760, accountants became 
more cautious than ever in stating assets 
on the balance sheet. Caution was not 
limited to accountants; it enveloped the 
lawmakers, too. It will be remembered 
that the famous Bubble Act to curb specu- 
lation became law in 1719. Many account- 
ing principles and practices developed dur- 
ing this period. Though they emphasized 
the balance sheet, they did not wholly 
neglect the income statement. Many of 
these principles persist to this day even 
though the so-called Industrial Revolution 
(1787-1842) came down the tides of his- 
tory and the scale of investment in the 
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modern world has reached almost astro- 
nomical proportions. 

The “business cycle” as we know it to- 
day, those more or less rhythmic periods of 
industrial and financial expansion and con- 
traction, is a concomitant of the industrial 
era that came with the Industrial Revolu- 
tion. The amassing of huge amounts of 
capital equipment, the dependence of the 
worker on the machine, the development of 
mechanisms for credit expansion and secur- 
ity markets, the separation of ownership 
and management, the vast improvements 
in transportation and communication all 
made for that sensitive interdependence 
of economic relationships that are at the 
basis of the business cycle. Neither ac- 
counting theory nor economic theory, 
which greatly influenced both accounting 
and law, adequately coped with this 
economic development. Many economists 
considered these rhythmic periods of 
expansion and contraction as mere fric- 
tional disturbances, “‘waves of the future,” 
in the forward march of progress. Those 
few economists who, like Karl Marx, called 
attention to them went off on a tangent 
and gave them a specious explanation. 
Even in later Marshallian economics, also 
of considerable influence on accounting, 
attention is focused on the industry and on 
normalcy. Both the dynamics of the busi- 
ness cycle and the effects of monopolistic 
competition were slighted by Marshall 
only to be very recently corrected by 
Chamberlin, Hicks, and others who seek 
to reconcile static Marshallian economics 
with the dynamic Wabrasian-Paretian 
school. 

Accountants failed to pay adequate no- 
tice to these changes or reflect them in their 
practices and in their reports. Yet meas- 
ured by duration and intensity the signifi- 
cance and amplitude of recent cycles have 
been increasingly great. We need not enter 
here into the highly charged discussions of 
business-cycle theory. It is merely neces- 
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sary to point out a few significant truths, 
The amount of durable equipment per in- 
dustrial worker has been increasing enor- 
mously over the years. A decrease in the 
rate of capital creation has direful influ- 
ences on the economy. The speed of com- 
munication and transportation has made 
markets extremely sensitive. No longer is 
there the same viscosity of time to absorb 
economic shocks. Price changes, where mo- 
nopolistic conditions do not prevail, are 
rapid. The very rapidity of these changes 
encourage speculative influences that ex- 
aggerate their effects. The huge capital ac- 
cumulations of these latter days have 
brought forth monopolistic conditions in 
certain industries wherein depressed eco- 
nomic conditions produce unemployment 
and unused plant capacity and no longer 
permit a swing to a new equilibrium by 
price adaptations. 

All these changes have a bearing on the 
accountant and his work. Some of these 
implications are touched upon here though 
the attendant problems need considerable 
further research and study. 


IDLE PLANT CAPACITY AND 
DEPRECIATION 


Business expansion in the form of new 
capital equipment mainly takes place dur- 
ing an upswing. It augments and acceler- 
ates the upswing and perhaps helps create 
it. The expansion may occur for any num- 
ber of reasons, technological, psychological, 
political, economic, or for random causes. 
Those reasons, whatever they may be, are 
immaterial for this discussion. Business 
men who build or purchase new plants or 
capital equipment know in advance they 
will not necessarily operate under condi- 
tions of full capacity immediately nor at 
all times during the life of those assets. 
Business men are usually aware of sea- 
sonal and secular trends and often, too, of 
cyclical considerations. However, in build- 
ing today they must make a guess, often 
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an intelligent guess, about the future and 
the probable future plant capacity. 

Sometimes that guess is proved to be 
wrong. Sometimes the anticipated capacity 
is not reached by a wide margin. Should 
the plant, proved by time to be a white 
elephant in whole or in part, continue to 
burden each current operating period with 
charges for depreciation? Should that por- 
tion of the idle capacity of the plant, in 
excess of the original contemplation, be 
recognized by the accountant as an asset? 
Should a plant constructed to be used over 
different operating periods, each with a dif- 
ferent operating tempo, be written off on 
the mere basis of the linear measurement 
of time? 

When the management builds a plant 
anticipating a certain series of schedules 
of production, the value of that plant is 
measured by what it costs. What it costs is 
presumably the present value of all future 
earnings that are anticipated from its use. 
When time reveals and makes it apparent 
that the anticipated schedules of produc- 
tion can never be realized, then a revalua- 
tion of the plant, in accordance with the 
new facts, is in order. Certainly, at least, 
that portion of depreciation attributable 
to the idle plant, in excess of the seasonal, 
cyclical or other idleness contemplated at 
the time of purchase, should not burden 
the current operating period or current 
schedule of costs. The excess or economi- 
cally useless portion of the plant should no 
more be charged to current or future costs 
of production than should unusable sta- 
tionery imprudently purchased. 

How should such idle plant and machin- 
ery, as we have defined it, be valued in the 
balance sheet? Perhaps the best way would 
be as follows: If the unused assets can be 
segregated, they should be separately 
shown and a corresponding valuation re- 
serve set up. This valuation reserve is not 
necessarily a monument to the error of 
judgment of the management, for the re- 


serve may be necessitated by accident, or 
by the changed patterns in politico-eco- 
nomic life. Writing off the asset, though 
economically useless, should not be coun- 
tenanced while it possesses some techni- 
cally useful life, for such assets have poten- 
tial values that may emerge in abnormal 
times. Such assets may take on a new sig- 
nificance, unanticipated and unpredictable 
in the ordinary course of human affairs. 

When, however, the error of the judg- 
ment of the original purchase is revealed in 
unused plant capacity, and cannot be 
segregated, a valuation reserve should 
frankly acknowledge the error. Perhaps a 
proper measure for such a reserve would be 
the excess of plant cost over the cost that 
would have been incurred at the time of 
construction, had the schedules of produc- 
tion been correctly anticipated. 

An examination of the depreciation pro- 
vision shows that it contains several differ- 
ent components. One is wear and tear. 
This is primarily a function of use and 
should be spread over production schedules 
which may have little or no relation to the 
mere passing of time. 

There is also the matter of longevity. As 
has been trenchantly pointed out, all ma- 
chinery is on the irresistible march to the 
junk heap. No matter how efficient it is, 
even if built for a hundred years and a day, 
when that day comes, the machine must 
collapse like the one-horse shay. But we 
must remember that this physical truth 
must have been known by the manage- 
ment when it purchased the machine and 
its cost, too, should be written off on the 
basis of production. The stream of produc- 
tion may have little or no relation to the 
mere passing of time. 

There is also the element of obsoles- 
cence. Being largely a guess it should be 
conservatively estimated. Here, too, it 
should be noted that obsolescence cannot 
be measured by the mere flow of time. The 
new inventions and social changes that 
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produce obsolescence are not evenly dis- 
tributed over time but seem to be clus- 
tered together, at different points in 
history, each invention seemingly engen- 
dering others. For this element, too, pro- 
duction schedules should govern in the 
allocation of the estimated obsolescence 
to cost. 

These elements, physical depreciation 
and obsolescence, should not be lumped to- 
gether since the absorption of these costs 
by production takes place at different 
rates. 

Depreciation should not be computed 
on the entire plant where it has been de- 
termined that part of it is excess baggage 
in accordance with our previous discussion. 
The sins or errors of judgment of the past 
should not be visited on the present sched- 
ules of cost. 

In all allocations of the elements of de- 
preciation to cost schedules, we must not 
only measure the average rate of speed of 
decay, decrepitude, or obsolescence, but 
we must break down the average rate to 
disclose the speed on the upgrade of hills, 
on the downgrade of hills, and on the level 
plateaus. Different periods of time are in- 
volved during which accountants must re- 
port. Therefore, the quantitative amounts 
of depreciation, metered through fiscal 
periods which fall into different phases of 
the business cycle, will vary greatly with 
the volume of production. 

Before leaving the subject of deprecia- 
tion in relation to the business cycle, the 
following comment is made on a suggestion 
very often offered. It is said that deprecia- 
tion should be computed on the present 
money value of the durable asset; that un- 
less we do so, we are guilty of a distortion 
in the measurement of the current income. 
This criticism shows the influence of some 
“monetary” economists who assume that 
if the price-level changes, the price of every 
commodity also varies. That is not true. 
Even if the price of the particular asset in 
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question did change, it must be remem- 
bered it is not being offered in the market 
to affect the price. If it were so offered, and 
others did likewise, the price of the ma- 
chine itself would probably vary too. Un- 
less the price change was clearly and pri- 
marily due to monetary influences, such 
as may happen under conditions of run- 
away inflation, it seems specious to argue 
that the new market price should be the 
base for the computation of depreciation. 
Even if the new price were a valid one, it 
must not be assumed that the machine at 
such a price would have been purchased 
by the management to fit into its particu- 
lar pattern of plant organization and de- 
velopment. 


INVENTORY CONSIDERATIONS 


Experience has shown that during an up- 
swing powerful forward-buying move- 
ments are generated. Conversely, during 
the downswing there is manifested eager 
haste to unload inventories upon markets 
already glutted. The business cycle is at- 
tended by a large amount of speculation in 
inventories by those who believe they can 
call the turns and discern its phases. 

Since price changes are swift in the sen- 
sitive, well-informed markets of the pres- 
ent day, any speculation in inventories 
shows rapid results. The periods in which 
these results are reflected do not usually 
coincide with the fiscal periods of these 
concerns. Consequently, the results of 
operations and of speculation are often 
confused by accountants to the great det- 
riment of all those who read the reports 
to guide their footsteps. 

The methods of reporting that prevail 
among accountants do not segregate spec- 
ulative inventory operations from the 
regular business of the concern. 

When the forward buying was a success- 
ful speculation, the accounting practice of 
valuing inventories at cost shows a lower 
cost of sales and a greater gross profit for 
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the fiscal period than the regular business 
of the firm warrants. Conversely, if the 
speculation was a bad one, the cost of saies 
is loaded with the speculative loss. 

Approximately half of the business firms 
use some form of the “lower of cost or 
market” method of inventory valuation. 
If the forward buying speculation is a suc- 
cessful one, the cost of sales section is 
understated just as in the previous situa- 
tion. If the speculation is an unsuccessful 
one, the cost of sales is burdened with the 
speculative loss even more than in the 
previous instance because the whole specu- 
lative loss is thrown backward into the 
period immediately prior to the date of 
the inventory valuation. 

If the “‘last-in, first-out”? method of in- 
ventory valuation is used, which is not un- 
common in plants with a long manufactur- 
ing process, the speculation in inventories 
may be confusing to the accounting de- 
partment. If the current buying matches 
current selling, the results are not unsatis- 
factory. But where there is little current 
selling and much present forward buying, 
there is little sense in the “‘last-in, first- 
out” method since the matching of costs 
and sales may represent a matching of 
valuations determined under wholly differ- 
ent economic conditions and market situa- 
tions. Suppose the passage of time proves 
the forward speculative buying successful. 
Prices go up. The present sales of the fin- 
ished product reflect the present increased 
raw-material prices. Present buying of raw 
material is unnecessary since the forward 
buying had anticipated present sales de- 
mand. The “last-in, first-out” method of 
inventory valuation does not necessarily 
keep out of cost of sales the speculative 
gains made during the accounting period. 

During the rapidly falling spiral of the 
downswing, entrepreneurs tend to stop 
buying altogether. Materials that were in 
the storeroom or in process for long peri- 
ods, purchased long ago to anticipate an 
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entirely different sort of market, or ma- 
terials that are really basic stock in the 
nature of a fixed asset, are applied, by the 
method under discussion, against current 
dribbles of sales at knockdown prices. 

Since the inventories that form the basis 
of the speculation often overlap different 
fiscal periods which sometimes fall in dif- 
ferent phases of the business cycle, the in- 
come statements tend to exaggerate the 
income during an upswing and accentuate 
the losses during a downswing. 

The results are confusing alike to both 
investors and to the management. The 
proper evaluation of results within the 
plant and within the industry becomes im- 
possible. How much external economic 
forces and how much management con- 
tributed to the operating results becomes 
an insoluble puzzle. 

To perplex the accountant further there 
is the empirical fact that prices of raw ma- 
terial fluctuate rapidly and are very re- 
sponsive to changes in the economic scene. 
Prices of finished goods do not generally 
yield as rapidly as do the prices of raw 
material to economic changes. Their prices 
are usually firmer or “stickier.” Current 
sales and the total cost of the component 
ingredients entering into the finished prod- 
uct do not match under current methods 
of accounting computation. The results 
are sometimes weird and often useless as a 
guide for the formation of managerial 
policy. 

It is imperative, for a true picture of in- 
come and costs, that speculative losses or 
gains on inventories be taken out of the 
cost of sales section and placed in a sepa- 
rate portion of the income statement. One 
way to do this would be to charge all for- 
ward buying at cost to a special account. 
The purchases that would normally have 
been made according to sales requirements 
could be computed at current market 
prices and, from time to time, credited to 
the special account. Ordinary inventory 
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needs would be those usually necessary to 
take care of anticipated sales, due pro- 
vision being made for the time consumed 
in manufacture. The balance in the special 
forward-buying account would become the 
basis for determining gain or loss from 
speculation. Similarly, if the management 
sold short from the normal inventory re- 
quirements, it would not be a difficult 
matter to determine the. speculative loss. 

One word of caution is necessary. The 
foregoing discussion draws attention to the 
necessity of clearly stating income. No 
change is advocated here for changing the 
usual methods of inventory valuation on 
balance sheets. 
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CONCLUSIONS 


The development of major business cy- 
cles, and even random changes in the 
economic scene, demand recognition by 
accountants. This recognition does not ne- 
cessitate revolutionary changes in balance- 
sheet valuation methods. The preparation 
of income statements that reflect the im- 
pact of external economic forces on indivi- 
dual business will give a truer picture of 
management, the business in its relation to 
the whole economic fabric, and will pre- 
vent accounting distortions that are mis- 
leading to investors, the management, and 
to tax-gathering and other departments of 
the government. 


CAPITAL AND REVENUE EXPENDITURES 


HAROLD G. AVERY 


policies to distinguish between capi- 

tal and revenue expenditures in 
order to maintain and successfully operate 
an accounting system which provides for 
the classification and control of depreciable 
fixed assets. Certain standards must be 
devised by the accounting or engineering 
department in order to separate the capital 
from the expense items. 

The adoption of such policies and stand- 
ards is more important now than ever be- 
fore because of the management problems 
involved in fulfilling defense contracts. 
Accurate costs have to be determined 
whether or not the type of governmental 
supply contract is described as a fixed- 
price, cost-plus-a-fixed-fee, or cost-plus-a- 
percentage-of-cost contract. Deprecia- 
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tion at normal rates on property and 
equipment owned by the manufacturer 
and used in the performance of the contract 
is an allowable item of cost; extraordinary 
repairs to building and equipment are not. 
Provision has further been made to allow 


accelerated rates of depreciation above 
normal rates for second and third shift 
operations, although no definite rates have 
been established by the Bureau of Internal 
Revenue. (A rate of 150% above normal 
for the second shift and 200% for the 
third are recommended.) Emergency facili- 
ties, including land, buildings, machinery 
and equipment, used for the purpose of 
completing a defense contract can be 
amortized over a period of 60 months 
if certain government regulations and 
requirements are followed. Therefore, it 
becomes necessary for the management 
to distinguish carefully between costs com- 
ing under a supply contract (revenue 
items) and the costs involved in capital 
expansion (capital items). 

Since Federal and State income and ex- 
cess profits taxes and surtaxes are paid on 
an operating annual basis, most firms 
adopt the practice of closing their books 
once a year and issuing published state- 
ments showing their earnings or losses. 
Some report more often—either monthly, 
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quarterly, or semi-annually. In the case of 
expenditures for buildings and machinery, 
it has been said many times that if a long 
fiscal period were established for account- 
ing purposes, say forty or fifty years, all 
expenditures would be classified as operat- 
ing expenses. When the fiscal period is 
broken down into years, these expendi- 
tures are analyzed for the purpose of deter- 
mining what part is absorbed in the annual 
operations and what part will be deferred 
to a subsequent period. A service life of a 
year is established as a convenient basis for 
measuring the cost of fixed asset items 
under normal conditions. If a fixed asset 
has a service life of more than one year, its 
cost will be capitalized, and at the end of 
each annual accounting period a certain 
amount will be charged against the opera- 
tions of the business in the form of depre- 
ciation, until at the end of its service life 
its total cost will be absorbed. Costs of 
items whose service lives are less than a 
year are absorbed in the current period. 

The application of this principle results 
in the differentiation between capital and 
revenue expenditures. Capital expendi- 
tures represent funds or other assets in- 
vested in a business enterprise from which 
prospective annual income is to be earned. 
The original expenditures invested in land, 
plant and equipment, patents, copyrights, 
and goodwill, so that the business is placed 
in a position to earn annual income, are 
classified as capital expenditures. There- 
after, all funds used either to increase the 
flow of annual income of the plant or to 
decrease the cost of producing current in- 
come are said to increase the capital invest- 
ment and are therefore regarded also as 
capital expenditures. 

Whenever income does arise, i.e., when 
a business begins to earn money, a second 
type of expenditure arises—a revenue 
expenditure—which does not increase the 
amount of capital invested in the business, 
but merely maintains the plant and equip- 
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ment account and supports the flow of cur- 
rent income. Depreciation, obsolescence, 
repairs, wages, light, heat, and taxes are 
examples. Sometimes a revenue expendi- 
ture may become a temporary part of the 
capital investment. Organization expense, 
for example, on its first incurrence consti- 
tutes a capital expenditure, since no reve- 
nue is available; but as soon as sufficient 
income has accumulated, this expenditure 
is charged against the current operations 
in convenient amounts as an expense item. 
Capital expenditures, then, are charged to 
some asset account, and revenue expendi- 
tures to some expense account. Although 
these two expenditures are easily distin- 
guished in theory, practical application is 
more difficult. 

The purpose of the management is cer- 
tainly to increase the productivity or 
earning capacity of the capital investment. 
The manufacturing processes within the 
plant are constantly undergoing altera- 
tions and improvements for the purpose of 
increasing the efficiency of the plant. The 
plant itself is altered; extensions, repairs 
and additions are necessary. Therefore, 
each expenditure must be analyzed sepa- 
rately in order to determine whether or not 
it should be capitalized or charged against 
the annual operations. The determination 
of what classes of expenditures constitute 
capital or revenue items naturally will vary 
among different companies, and the dis- 
tinction many times will depend upon the 
judgment of the engineering and account- 
ing department heads. 

The purpose of this paper is to outline 
briefly a treatment of capital and revenue 
expenditures as they particularly apply to 
depreciable fixed assets in order that man- 
agement can set up certain definite policies 
—expedient or ordinary—to distinguish 
between these two outlays in the account- 
ing records. All expenditures on account of 
fixed assets can be classified for descriptive 
purposes under eight general headings: 
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I. Additions and Extensions 
II. Replacements 
III. Improvements and Betterments 
IV. Repairs 
V. Extraordinary Repairs 
VI. Maintenance 
VII. Renewals 
VIII. Deferred Charges 


No treatment of fixed asset accounting 
is complete without some consideration 
being given to each of these various classes 
of expenditures, although differences be- 
tween these terms are sometimes finely 
drawn. An explanation of the finer points 
of classification will aid the accountant in 
differentiating between capital and reve- 
nue expenditures. 


I. ADDITIONS AND EXTENSIONS 


Since additions and extensions form a 
part of the productive process of the busi- 
ness and result in an increase in the vol- 
ume or velocity of income, all costs which 
enter into the construction or purchase of 
these items should be capitalized. Addi- 
tions and extensions include additional 
structures, facilities, or equipment which 
do not take the place of anything previously 
existing. Even the costs encountered in 
tearing out old walls, in connecting plumb- 
ing and heating facilities to the old plant, 
and in preparing the already existing plant 
structure so that the addition or extension 
may be added to the productive investment 
of the plant are clearly capital expendi- 
tures. In the plant ledger, new accounts 
are set up for the cost of each particular 
addition or extension and then classified 
properly within the chart of fixed asset ac- 
counts. 


II. REPLACEMENTS 


Replacements are substitutions for ex- 
hausted or inadequate plant equipment 
wherein the substitutions have substanti- 
ally no greater capacity than the assets for 
which they were substituted. The substitu- 
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tion may or may not be identical with the 
plant unit replaced. Replacements is a 
general term which may be classified as 
either a revenue or capital expenditure 
depending upon the circumstances of the 
particular case. Replacements of major 
plant units (plant equipment accounted 
for separately from the asset to which they 
belong) are considered capital items; re- 
placements of small (minor) parts of plant 
units are considered repairs. If major plant 
items are replaced, the cost of the old unit 
together with its loss or gain on retirement 
is removed from the books, and the cost 
of the new unit is charged to the asset ac- 
count. 

The term renewals is frequently used as 
a synonym for replacements. One account- 
ing authority, Mr. A. Lowes Dickinson, in 
his book, Accounting Practice and Proce- 
dure, defines renewals as follows: 


Renewals. This should include all expenditures 
incurred in renewing, in whole or in part, any 
unit of building, plant or machinery, which tend 
to extend its useful life beyond the average term. 
These expenditures would in general be those 
which would only occur at long intervals of two 
or three years, and whose effect would last for a 
number of years afterward. 


The definition implies that fixed assets 
in whole or in part are replaced. It further 
states that the expenditure tends to extend 
the useful life of the asset beyond the aver- 
age term. Since the efficiency of the plant 
has been increased and the length of the 
service life of the asset has been extended, 
the renewal may be classified as part re- 
placement (substitution for exhausted 
equipment) and part betterment (improve- 
ment of plant equipment). The discussion 
of betterments is found below. 

However, Reitell and Van Sickle in their 
book, Cost Finding for Engineers, attempt 
to avoid the confusion in accounting ter- 
minology by considering expenditures 
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made for the renewal of plant and equip- 
ment as replacements, and by applying the 
term renewals strictly to the extensions of 
terms of years in leases for land and other 
tangible fixed property, or to the exten- 
sions of franchises, patents, and copy- 
rights.” 

No one can object to the treatment of 
renewals and replacements as synonymous 
terms when applied to expenditures on 
account of plant equipment. The same 
accounting principles hold true in the anal- 
ysis of the expenditure for capital or reve- 
nue account, whether the expenditure is 
described as a renewal or replacement. On 
the other hand, the strict limitation of the 
term renewals to extensions of time in 
leases, franchises, patents, and copyrights, 
precludes its use in describing expendi- 
tures on account of plant equipment and 
narrows its meaning considerably. This 
limitation of the term certainly simplifies 
the accounting vocabulary and is to be rec- 
ommended. 


Ill. IMPROVEMENTS AND 
BETTERMENTS 


Improvements and betterments include 
the altering or modernization of existing 
structures, facilities, or equipment. These 
expenditures are made for the purpose of 
improving the efficiency of the already 
existing plant structure. When old equip- 
ment is replaced by newer and more up-to- 
date equipment, part of the substitution is 
classified as a betterment. For example, 
the substitution in a power plant of a 
newer and larger boiler of greater produc- 
tive capacity for an old boiler is an im- 
provement or betterment. Suppose that 
the cost of the old boiler when it was new 
amounted to $3,000. The management 
wishes to install a larger and more up-to- 
date model costing $6,000. The additional 
cost of $3,000 is considered a betterment, 
whereas the cost to refund the depreciated 
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value of the old boiler is a replacement. 
The new boiler is capitalized and the unde- 
preciated value of the old boiler is charged 
against earned surplus. Omitting for pur- 
poses of illustration the accrued deprecia- 
tion on the old boiler, one finds that the 
investment in plant equipment has been 
increased by $3,000. If the cost of the old 
boiler was depreciated to the extent of 
$2,400, the expenditure of $6,000 for the 
new boiler provides for three things: $2,400 
for the depreciated value of the old boiler 
(a replacement), $600 for loss on retire- 
ment of old asset, and $3,000 for the im- 
provement in plant facilities (betterment). 

The betterment may be accounted for 
by a second method. The old plant account 
is adjusted to reflect the full value of the 
new asset, i.e., the betterment of $3,000 is 
charged to the old asset account. The dif- 
ference between the full cost of the new 
asset and the amount of the betterment is 
charged to the depreciation reserve ac- 
count if there is a sufficient amount. If 
not the difference—insufficiency in the 
reserve account—is charged to earned sur- 
plus as a loss on property retired. This pro- 
cedure is called the ‘‘betterment method”’ 
in accounting for replacements. 

The distinction between replacements 
and betterments is sometimes very diffi- 
cult to make. In a narrow sense, replace- 
ments include substitutions for exhausted 
or inadequate capital equipment wherein 
the substitution has substantially no 
greater capacity than that for which it was 
substituted. When a new boiler of greater 
productive capacity is installed in a power 
plant, the fact that the boiler is an enlarge- 
ment or improvement over the existing 
boiler (at the time the latter was new) is 
the determining point in considering the 
expenditure a betterment. However, if the 
old boiler were replaced by a new one of the 
same capacity and description as the old 
one (when it was new), one would have an 
example of a replacement. 
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However, prices of plant property may 
vary from year to year. When identical 
units are replaced—whether at higher or 
lower prices—they are considered replace- 
ments. Expenditures arising in situations 
of this kind should first be analyzed as a 
minor or major one, before receiving ac- 
counting treatment. Minor replacements 
are always repair items, regardless of unit 
price changes. If the replacement were a 
major plant unit, the better way to handle 
the expenditure is to retire the old unit 
and capitalize the new one, whether the 
price of the identical unit had gone up or 
down. On the other hand, the price varia- 
tions of replacements can be accounted for 
by using the betterment method. 

Some examples of improvements and 
betterments are: 

(1) Remodeling of a building. 

(2) Installation of new elevators of a more 

modern type to replace old ones. 


(3) Replacement of a composition roof with a 
slate roof. 


(4) Improvement of the ventilating system by 
the installation of an air-conditioning unit. 


(5) Replacement of wooden stairs with steel 
stairs. 


(6) Substitution of a larger ventilating blower 
in a factory for a smaller one. 


IV. REPAIRS 


Repairs, meaning ordinary repairs, is 
the most common term used in the operat- 
ing statement to indicate expenditures 
which maintain the normal operating ef- 
ficiency of the plant asset accounts. They 
are always classified as revenue expendi- 
tures. 

Expenditures for ordinary repairs (Re- 
pairs account) do not increase the earn- 
ings of the asset, are usually of a small— 
rather than substanital—amount, and un- 
der no circumstances do they extend the 
normal service life of the asset. Repairs 
maintain the efficiency of the property as 
nearly as possible in its original state and 
are distinguished from betterments in that 
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the latter improve the efficiency of the 
plant facilities. 

In addition to charging the expenditures 
to a Repairs (profit-and-loss) account, they 
may be charged to a Reserve for Repairs 
account for the purpose of allocating the 
repair expense equally throughout a given 
period. To maintain an equalization ac- 
count for repairs, it is necessary to charge 
some adequate amount monthly to the Re- 
pairs account, crediting a corresponding 
Reserve for Repairs account. When repair 
expenditures are actually made, the 
amounts are charged to the reserve, thus 
equalizing the charge for repairs which is 
entered in the cost records for each period. 
At the end of the year proper adjustments 
are made in order to correct the over- or 
under-absorbed repair charges. 

Small parts of an individual unit of ma- 
chinery often must be replaced several 
times before the complete unit of the ma- 
chine itself has to be replaced. Expendi- 
tures of this type are considered repairs. 
The problem of classification arises when 
certain types of major replacements have 
to be made. If they are classified as repairs 
and hence as revenue charges although 
actually increasing the life of the machin- 
ery or plant, eventually a lower deprecia- 
tion charge results if the book value is 
recovered over the remaining useful life of 
the asset. On the other hand, if major re- 
placements are classified as capital items 
and charged to the plant account, operat- 
ing costs in the form of repairs for the 
maintenance of machinery and plant will 
be lower, although higher charges for de- 
preciation are necessary in order to set up 
the actual operating costs of the fixed 
assets for the particular period. Which- 
ever method is used the book value of the 
main asset should be absorbed in the cost 
of operations by the time it is ready for 
retirement. 

The ‘‘minimum charge”’ rule frequently 
aids the accountant in classifying repair 


items. One management may classify as 
repairs all expenditures under a certain 
amount, say $100. Another may feel that 
$100 is too high and set a minimum charge 
of only $10. At any rate, expenditures 
above the agreed amount will be given in- 
dividual attention for the purpose of dis- 
tinguishing between a revenue or capital 
outlay. 

Sometimes the management becomes lax 
in applying the ‘minimum charge” rule. 
When earnings are substantial and there 
appears to be considerable earned surplus 
remaining after regular dividends have 
been paid, the management becomes very 
liberal in charging expenditures to the 
revenue account. This policy is likely to 
be reversed at a time of decreased earnings, 
because the management wishing to show 
a more encouraging report of earnings to 
the stockholders will capitalize many ex- 
penditures of a doubtful nature. Either 
policy will work out the same in the long 
run, since in the first instance the future 
depreciation expense is diminished and in 
the second is increased. Care should be 
taken in fixing the amount of the “‘mini- 
mum charge”’; and before a definite figure 
is established, the expenditures ranging 
from $10 to $100 should be carefully ana- 
lyzed. 


V. EXTRAORDINARY REPAIRS 


The term “extraordinary repairs” has 
recently appeared in accounting textbooks. 
The germ of the “extraordinary repair” 
idea seems to be found in Article 124 of 
Regulation 74, of the Federal Revenue 
Act of 1928, which states: 


The cost of incidental repairs which neither 
materially add to the value of the property nor 
appreciably prolong its life but keep it in an ordi- 
narily efficient operating condition may be de- 
ducted as expense, provided the plant or property 
account is not increased by the amount of such 
expenditures. Repairs in the nature of replace- 
ments, to the extent that they arrest deterioration 
and appreciably prolong the life of the property, 
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should be charged against the depreciation reserve 
if such account is kept. 


Therefore, extraordinary repairs may be 
defined as expenditures which arrest de- 
terioration and appreciably prolong the 
useful life of the property beyond the orig- 
inal estimate. 

If there is a question of doubt as to 
whether the outlay will prolong the life of 
the asset beyond the original estimate, the 
expenditure should be classified as an ordi- 
nary repair and charged as a revenue item. 
If the repair in question will materially add 
to the estimated life of the asset, it is called 
an extraordinary repair and may be 
charged against the depreciation reserve, 
on the theory that accrued depreciation 
has been retarded. 

Extraordinary repairs are merely re- 
placements of an extensive nature such as 
completely overhauling machinery and the 
substituting of new engine motors for old 
ones in automotive and airplane equip- 
ment. Many accountants are reluctant to 
carry charges of this kind to the reserve 
account on the theory that the deprecia- 
tion reserve is provided to recover the cost 
of units retired, and not for replacements 
made. 

Repairs, whether ordinary or extraordi- 
nary, are charged as revenue items if the 
expenditures do not materially affect the 
annual earning report. If the expenditure 
is of such an extraordinary nature that it 
will greatly affect normal costs, it is better 
to defer the extraordinary repair or care- 
fully determine the amount of the better- 
ment and account for it accordingly. 


VI. MAINTENANCE 


Maintenance is a more general term 
than repairs and includes all the labor, ma- 
terials, overhead, and other expenses in- 
curred in maintaining property in a 
condition necessary for the efficient per- 
formance of its task. Maintenance crews 
are organized for the purpose of keeping 
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certain plant units or activities in smooth- 
running order—of keeping departments, 
areas, and cost centers in general repair 
and upkeep. Sometimes all these costs are 
bulked together in a Repairs and Mainte- 
nance account. The cost of maintenance 
does not include the cost of replacing 
major units of property nor any additions 
or extensions of plant items. Many repairs 
are made before a machine actually breaks 
down or a building rots to the ground. 
These costs of continuous inspection, at- 
tention, and supervision of fixed assets in 
order to keep them in operating condition, 
including the wages of maintenance crews 
and the cost of their supplies and equip- 
ment, are clearly revenue expenditures. 


VII. RENEWALS 


The various interpretations of renewals 
in accounting nomenclature have already 
been pointed out. Renewals and replace- 
ments may be considered synonymous. 
However, when the term “renewals” is 
strictly applied to capital expenditures 
made in connection with intangible assets 
there is less confusion in its meaning. For 
example, copyrights granted for the term 
of 28 years may be renewed for another 
period of 28 years in certain circumstances. 
The cost of these renewals is therefore 
capitalized in the Copyrights account and 
depreciated according to the individual 
case. Royalty, license, and formula con- 
tracts may also be renewed or extended 
over a period of years after the expiration 
of the original agreement, and the costs 
incurred thereby represent capital outlays. 
Costs resulting in the renewing of lease- 
holds and franchises should be capitalized 
and amortized over the life of the extension 
agreement. 


VIII. DEFERRED CHARGES 


Certain types of expenditures arise 
which are capitalized as deferred items and 
written off during subsequent accounting 
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periods in convenient amounts. The ex. 
penditure usually is a special one and pro- 
duces benefits accruing to later periods, al- 
though the annual benefits attributable to 
the outlay are difficult of measurement. 
The cost of packing and transporting 
machinery from one location to another is 
capitalized and allocated to future operat- 
ing costs. Sometimes the rearrangement of 
machinery and assembly lines will either 
increase the flow of production or decrease 
the cost of producing the current flow. 
Such cost of rearrangement is capitalized 
and charged off against current income in 
amounts which reasonably measure the 
benefits accruing to that accounting pe- 
riod. Undepreciated costs of idle equip- 
ment and of obsolete fixed assets are 
sometimes set up as deferred charges and 
written off during subsequent periods. 
Lease-hold improvements, experimental 
and research costs, and organization expen- 
ses are other examples of deferred charges. 


SUMMARY 


Since one of the most important ac- 
counting principles is to distinguish be- 
tween capital and revenue expenditures, 
business organizations should establish cer- 
tain rules or policies by which these ex- 
penditures can be properly classified. The 
accounting or engineering department can 
prepare a classification manual of capital 
and revenue outlays, defining the classifi- 
cation of each type of expenditure and 
recommending the account to which the 
charge should be made. Types of transac- 
tions can be even codified and described, 
making it easier for the accounting depart- 
ment to judge the correct disposition of 
the debit and credit items. For example, 
additions and betterments can be charged 
to certain classes of buildings, machinery 
and equipment accounts; repairs and 
maintenance to an expense account, Re- 
pairs or Repairs and Maintenance; and 
renewals and replacements to an asset ac- 


co 
ac 
ca 
at 
| 
0 
a 
a 
t 


count—depending upon the type of trans- 
action—or to reserve for depreciation. 
Ordinary repairs and maintenance items 
can be listed, major items can be defined, 
and minimum rules established. Such an 
attempt at description and classification. 
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of capital and revenue expenditures is to 
be recommended, especially in the fulfill- 
ment of a defense supply contract or the 
amortization of costs involved in a capital 
expansion under the emergency facility 
provision. 


DETERMINING THE EFFECTIVE 
RATE OF INTEREST ON A 
SERIES OF BONDS 


RIcHARD A. BYERLY 


finance is presented whenever a 

series of bonds is sold at a premium 
or discount. From the standpoint of the 
accountant, it is generally impossble to 
accumulate the discount or amortize the 
premium on the books of the issuing com- 
pany in any scientific manner, since the 
effective rate of interest is unknown. 

The accountant must choose from a 
number of arbitrary methods and be satis- 
fied with approximations, or resort toa 
tedious trial and error method for estab- 
lishing the true rate of interest effective in 
the case under consideration. The pur- 
chaser of the bonds may be willing to sup- 
ply information relative to the basis of his 
bid of premium or discount, and hence fur- 
nish an initial approximation to the rate 
required. Because of various factors, the 
information would never be sufficiently 
accurate for the purposes the accountant 
has in mind. 

Amounts charged to premium received 
account should be the periodic amortiza- 
tions made on a schedule constructed at the 
unknown rate of interest. This method is 
known as the interest method and results 
in scientifically accurate charges. The dif- 
ficulty experienced in arriving at a satis- 
factory value for the rate per cent is suffi- 


PROBLEM in accounting as well as in 


cient to cause less exact but simpler meth- 
ods to be favored. 

It is the purpose of this paper to demon- 
strate a rather simple mathematical system 
which will give the required rate as accu- 
rately as desired, and which will eliminate 
a great deal of the guesswork and labor in 
estimating charges of this type. 

No difficulty arises when dealing with 
one bond, or a group of bonds due on a 
single date, or in the simpler cases, since 
Makeham’s formula or other methods in 
current use will serve satisfactorily. 

Such simple cases rarely occur, however, 
from the standpoint of the borrower. More 
often the issue is set up on the lines of a 
serial or annuity issue; and in the retire- 
ment schedules we meet with little regu- 
larity; hence the need for a systematic 
method which would satisfy two require- 
ments: (1) a method suitable for the most 
complex and irregular case and for the 
simpler cases as well, and (2) a method 
which with very little work will give a good 
approximation of the effective interest rate 
and, with somewhat more labor, will give 
a rate exact to any desired degree. 

A number of methods were tried, and 
many were found either too arduous or too 
inexact for accounting use. The following 
methods and formulas will, I believe, prove 
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serviceable for all cases of noncallable 
bonds. 

Table I is the retirement schedule for a 
series of bonds issued in 1939 by an Illinois 
municipality. The accountant has avail- 
able the information contained in this 
schedule and the statement of the buyer 
that the yield rate was approximately 2%. 


TABLE I 
RETIREMENT SCHEDULE—1939 BONDS 


Ma- Principal Interest Redemp- Total 
turity out- to be tion to be 
date standing paid payments paid 

10-1-40 78,900 $ 2,564.25 $7,900 $10,464.25 
4-1-41 71,000 1,153.75 — 1,153.75 
10-1-41 71,000 1,153.75 7,000 8,153.75 
4-1-42 64,000 1,040.00 — 1,040.00 
10-1-42 64,000 1,040.00 8,000 9,040.00 
4-1-43 56,000 910.00 — 910.00 
10-1-43 56,000 910.00 8,000 8,910.00 
41-44 48,000 780.00 780.00 
10-1-44 48,000 780.00 8,000 8,780.00 
41-45 40,000 650.00 650.00 
10-1-45 40,000 650.00 8,000 8,650.00 
41-46 32,000 520.00 520.00 
10-1-46 32,000 520.00 8,000 8,520.00 
4-1-47 24,000 390.00 390.00 
10-1-47 24,000 390.00 8,000 8,390.00 
41-48 16,000 260.00 260.00 
10-1-48 16,000 260.00 8,000 8,260.00 
4-1-49 8,000 130.00 — 130.00 
10-1-49 8,000 130.00 8,000 8,130.00 
Totals $14,231.75 $78,900 $93,131.75 


Coupon rate: 33%. Premium received: $5,222. Purchase 
price: $84,122.00. 


Examination of this table shows that the 
bond issue is a common form approaching 
as a type both annuity and serial issue; it 
is quite regular, yet sufficiently irregular to 
serve as an example. Thus we have a pre- 
mium of $5,222 to apply to redemptions of 
$7,900 maturing in one year, $7,000 ma- 
turing in two years, and so on. If we knew 
what part of this premium applied to the 
particular maturities, a table of bond val- 
ues or a simple calculation would give a 
close approximation to the rate of interest 
—but this we do not know. 

The fundamental theory involved in all 
bond valuations is this: we have $10,464.25 
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due in one year, $1,153.75 due in 13 years, 
$8,153.75 due in 2 years, etc. Obviously, 
the purchase price of $84,122.00 must 
equal the sum of the present values of 
these amounts computed at the unknown 
effective rate 7. Or, expressed mathemati- 
cally, 


(I) 84,122 =81300!°+ 1300® 


+--+ +10464.259, 


where v, the discount factor, =1/(1+4), 

A solution might be had by solving this 
equation directly for v; and this method 
has occasionally been used by the writer 
for cases of no greater complexity than the 
one now in question. This direct method 
has little virtue, however, since it involves 
a great deal of arithmetic, and since it in- 
creases in difficulty with each term added 
to the equation. It may be mentioned, 
however, that the direct method consists in 
substituting an approximate value of » in 
the equationand computing the value of the 
function, selecting another approximate 
value and recomputing. At this point the 
value is corrected by the method of false 
position and the value again computed. 
About three computations and an addi- 
tional correction are necessary to achieve 
the accuracy desired. This process would 
be formidable in a more extended case, say 
for a 20-year series, and a simpler method 
was sought in consequence. 

The natural desire, mathematically, 
would be to express the fundamental equa- 
tion in some type of convergent series, in 
order to obtain both simple and rigorous 
formulas. The problem of expressing the 
equation in a Maclaurin’s or other power 
series is best arrived at in a roundabout 
way, as follows: 

First, in order to develop the series in a 
general form, we may adopt the following 
symbols: 

Let A =the purchase price; 

Let Ci, - - etc.=the amounts 
due at the end of 1, 13, 2, - - - , etc. years; 


ij 


ints 


Let m, %%, etc.=the respective 
number of years until ¢:, - , etc. are 
due. 


Then the fundamental equation may be 
expressed generally as: 


(I-a) ---, etc. 


Now we may substitute for v its value, 
(1—iv). The expression ivis always less than 
1 if i is greater than 0, and hence the term 
(1—iv)" may be expanded binomially, and 
each such term will be convergent; in 
short, we now have the sum of a finite 
number of convergent series. When 7 is an 
integer, the series is a finite polynomial; 
and when » is fractional, the series is in- 
finite but convergent. 

So we may form from the corresponding 
term of each expansion the desired series. 
For purposes of clarity, the entire opera- 
tion above may be set out in analytic tabu- 
lation as follows: 


A 
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to arrive at a very close numerical value 
by using only a few terms of the equation; 
and this we shall do. But first, let us ex- 
amine the series (II) a little more. 

The meaning of the coefficients in the 
equation may best be demonstrated by ex- 
amples: the symbol >°C means merely the 
sum of the periodic payments of principal 
and interest, and equals $93,131.75 in the 
example in Table I. The symbol }>Cn 
means the sum of the products of the peri- 
odic payments times the respective num- 
ber of years until due; e.g., (8,130X10) 
+(1309%), etc. And the symbol 
>Cn(n—1) would be exemplified by 
(8,130 X10 X9) +(130 X93 X84), etc. 

We might, for the sake of brevity, 
adopt the factorial notation, in which 
- - - (n—p+1). 

The effective interest rate 7 in Table I is 
.019,745,55. We may now examine the se- 
ries for approximate formulas by taking 


2! k! 
+ 
Ny( Mp — 1) (iv)? Np(Mp—1) (mp—k+1)(iv)* 
2! k! 
Summing: 
(—1)*(iv)* 
etc. 


To the nonmathematical reader the 
above series may appear to be as formi- 
dable as the initial equation, unless he is 
familiar with the characteristics of con- 
vergent series. In such a series it is possible 


one or more terms and solving for iv, and 
comparing the result with the known value 
of i. 

By taking the first two terms, we arrive 
at the simplest formula: 
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93,131.75—84,122 
= .018,309,4; 


(III) w= 


or, since ¢=iv/(1-iv), i=.018,65, a result 
remarkably close for simple calculation. 
We may also express the value of 7 directly 


as: ec A 
= 


It may well be mentioned at this point 
that when using an alternating series such 
as the present one, the values given by ap- 
proximations will be alternately too small 
and too large, according as the last term is 
negative or positive, and that the error 
committed in cutting off the series is less 
than the value of the next succeeding 
term. Consequently, we will always arrive 
at a value too small by use of the simple 
formulas above. 

These formulas are very useful for ap- 
proximate calculations and may often be 
used for such purpose; but they are not 
sufficiently exact for use in amortization 
schedule construction, and therefore we 
add another term from the series. Solving 
the resulting equation for iv we have: 
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may be caused but of an inconsequential 
nature as a rule. 

The large values used above need not be 
used ordinarily—8 significant figures are 
quite enough. 

We might continue along this line and 
solve the cubic equation, but the resulting 
formula is entirely too complex for the 
subject under consideration, and we have 
already succeeded in developing both a 
very simple formula for casual use, and an 
accurate formula for quite exact use. The 
quadratic formula will generally suffice for 
all ordinary accounting purposes, but these 
questions arise: what general accuracy may 
be expected from the quadratic formula? 
and, what accuracy is really required in 
the effective rate of interest? 

A general form expressing the accuracy 
of the formula is not a simple expression. 
It is of necessity based on the value of the 
next succeeding term of the series, and the 
result so given is not satisfactory. Exami- 
nation of cases worked out by the writer 
reveals an error of less than 0.2% in i in 
most cases. It does, of course, overstate the 
true value slightly. 

The general accuracy required may be 
stated thus: that the number of correct 


(V) iv 


>C[n]? 


the principal approximate formula educed 
in this paper. The minus sign only is used 
in the quadratic formula, since we require 
the smallest positive root of 7. 

Substituting the values from Table I, 
and computing the other necessary values, 
we have: 


decimal places in the rate should be equal 
to or greater than the number of integers 
in the largest book value; e.g., 5 or 6 deci- 
mals correctly given when the initial book 
value is $84,122, as in Table I. This rule of 
thumb serves quite well in ordinary work. 

Thus we have developed a simple for- 


_492,082.375— 242,145,068,706— 51,759,983,035 


1v 


2,872,442.8125 


or 7=.019,793,08; an excellent value, suit- 
able for construction of an amortization 
schedule. A small error in some extensions 


= .019,408,914, 


mula containing nothing more formidable 
mathematically than a square root. Due to 
the ease and rapidity with which all the 
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computations may be accomplished, es- 
pecially with the aid of a calculating ma- 
chine, the problem is now of an elementary 
nature. We must remember, too, that the 
series (II) will succeed for any proposition 
of the following nature: the determina- 
tion of the interest rate on any series of reg- 
ular or irregular payments due at regular or 
irregular, but definite, intervals of time. 

We may now consider a more exact 
method. In order to adapt the series to 
rigorous computation of the rate to any re- 
quired degree of accuracy in excess of that 
given by the quadratic formula (V), we 
proceed as follows: 

In the series (II), transpose A to the 
right member, and — (iv) }(Cn to the left 
member, and divide by }-Cn. We now 
have: 
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figures required in the value of iv and may 
be determined directly, or, to avoid the 
very large figures involved, as follows: di- 
vide C/k!>°Cn in each case and multiply 
by [n]*, or divide and mul- 
tiply by C, whichever is more convenient. 

The above manner of arriving at the 
value of 7 is fast, direct, and exact to any 
degree required; three iterations with four 
terms give iv correctly to eight decimal 
places in the illustration below. I believe 
the more exact method should be used in 
preference to the formula for all highly ac- 
curate work. 

Now we have methods capable of repro- 
ducing the rate to any degree of accuracy 
desired, and hence the initial conditions of 
this discussion are satisfied. Let us apply 
the methods developed to a final example. 


etc. 


(VD w + 


2!1>°Cn 


Thus we have a new convergent series. 
It is now in such form as to enable us to 
compute to any required degree of accu- 
racy the value of iv. The most suitable 
method for this calculation is the method 
of iteration. First, we select an approxi- 
mate value of iv, such as the value given by 
the quadratic formula. This we substitute 
in the series (VI), right-hand member. 
After calculating a very few terms we find 
that the series converges very rapidly, its 
exactitude in decimal places being approxi- 
mately equal to twice the number of term 
involved. 

In this manner we arrive at a corrected 
value for iv, which we now substitute as 
before. Again we arrive at a better value, 
and so we continue, until the required, but 
now exact, value is found. This process is 
illustrated later in this paper. 

The coefficients, since they remain the 
same throughout the iteration, may be de- 
termined at the start. They need be deter- 
mined only to the number of significant 


k!>-Cn 


Another bond series of the same nature 
as the first, recently issued by the same 
municipality, is found in Table IT. 

If we require strict accuracy in the solu- 
tion of this example, we must carry all of 
the work within the amortization schedule 
to mills, in order to eliminate errors due to 
rounding as much as possible. This is not 
necessary in ordinary accounting work, 
and we shall not do it. But let us determine 
strictly just how exact the rate must be in 
order to produce results exact to mills. 

Since the largest, or initial, book-value 
is $55,305.50, the formula expressing the 
required accuracy to the nearest half-mill 
is: Ai<.0005/55,305.50, or the error in 7 
must be less than .000,000,009, or 7 must 
be correct to 8 places. Four terms of the 
series will give the answer correctly to 8 
places, and so we use this number of terms. 

We may form the first two coefficients 
directly, in order to solve the quadratic 
formula if we so desire, although it is not 
necessary. Any approximate value will 


f 
i 
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TABLE II terms, the coefficients of which are, re- 
RETIREMENT SCHEDULE—1941 BONDS spectively: 
= Pn paid sitiniatt paid 4th term: 8.571,565,027,4, and, for 
$1,060 $4,000 $5,060 Sth term: 8.565,232,027,4 
9-1-42 49,000 490 — 490 
41.43  49°000 490 5,000 _—5, 490 6th term: 6.103,279,356,8. 
ae ye = 5,000 5,440 Taking the value of iv=.012,051, and 
9-1-44 39,000 390 — 390 forming a table of powers: 
012,051 
9-1 ’ v=. 
4-1-46 34,000 340 5,000 5,340 4 
9-1-46 29,000 290 pe 290 (iv)? = .000,145,23 
4-1-47 29, 2 5, (iv)® = .000,001,75 
9-1-47 24,000 240 240 
4-1-48 24,000 240 6,000 6,240 (iv) 4 = .000,000,02. 
9-1-48 18,000 180 — 180 
4-1-49 18,000 180 6,000 6,180 Combining these powers with the ap- 
12000 6,000 6, propriate coefficients as indicated, we reach 
9-1-50 6,000 60 — the following terms of the series: 
4-1-51 6,000 60 6,000 6,060 
.011,610,464,3 
Totals $6,160 $53,000 $59,160 000,440,834,6 
Coupon rate: 2%. Premium received: $2,305.50. Pur- —.000,.010.689,2 
ice: ’ ’ ’ 
chase price: $55,305.5 000,000, 180,7 
— .000,000,002,2 
cause the series to converge. Thus we find .000,000,000,0(2) 
=2,015,812.5. And )(C—A=3,854.5. Or. iv =.012.040.788.2. 
Therefore, by formula (III), it ai 
3,854.5 The additional terms are added here 
iy= = .011,610,46, approximately. merely for purposes of illustration, to show 
331,985 the rapidity of the convergence of the 
Or, by the quadratic formula, series. 
331,985 — = =(331,985)?— 2(3,854.5)(2,015,812.5) 
iv= = .012,051,401,6, 
2,015,812.5 
or, We now iterate again, using 7v=.012,- 
.012,051,401,6 040,79, and using 4 terms only: 
i= = .012,198,409,5, 
.987,948,598,4 .011,610,46 
.000,440,16 
- — which proves to be a good approxi- —.000,010,66 
We have already given ()-C—A)/> Cn 
= .011,610,46, our first term. And, dividing 
Cn]? by 2!>>Cn we have, for our Or, iv=.012,040,14, in which the net 
2nd__— coefficient: = 2,015,812.5/663,970 correction has been —.000,000,65. Iterat- 
= 3.035,999,367,4. We require two more ing again, 


ich 
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TABLE III 
AMORTIZATION OF PREMIUM—1941 BONDS 


Amortization Total applicable 
Book value Interest due Net of bond Bonds due _ to reduction of 
premium book value 

4-1-42 55,305.50 $1,060.00 $ 674.00 $ 386.00 $ 4,000.00 $ 4,386.00 
9-1-42 50,919.50 490 .00 309.34 180.66 — 180.66 
4-1-43 50,738.84 490 .00 308.24 181.76 5,000.00 5,181.76 
9-1-43 45,557.08 440.00 276.76 163.24 163.24 
4-1-44 45,393.84 440.00 275.77 164.23 5,000.00 5,164.23 
9-1-44 40,229.61 390.00 244.40 145.60 145.60 
41-45 40,084.01 390.00 243.51 146.49 5,000.00 5,146.49 
9-1-45 34,937.52 340.00 212.25 127.75 _— 127.75 
4-1-46 34,809.77 340.00 211.47 128.53 5,000.00 5,128.53 
9-1-46 29,681.24 290.00 180.31 109.69 109.69 
4-1-47 29,571.55 290.00 179.65 110.35 5,000.00 5,110.35 
9-1-47 24,461.20 240.00 148.60 91.40 _ 91.40 
4-1-48 24,369.80 240.00 148.05 91.25 6,000.00 6,091.25 
9-148 18,277.85 180.00 111.04 68.96 68.96 
4-1-49 18,208.89 180.00 110.62 69.38 6,000.00 6,069.38 
9-1-49 12,139.51 120.00 73.75 46.25 _ 46.25 
4-1-50 12,093.26 120.00 73.47 46.53 6,000.00 6,046.53 
9-1-50 6,046.73 60.00 36.73 23.27 — 23.27 
4-1-51 6,023.46 60.00 36.54 23.46 6,000.00 6,023.46 
Totals $6, 160.00 $3,854.50 $2,305.50 $53,000.00 $55,305.50 

.011,610,46 The error in Table III is 5¢. The 

.000,440,11 entry in column 4, opposite 4-1-51, can be 

— .000,010,66 made $36.59 instead of $36.54, and the 

correction is consequently absorbed in the 


.000,000,18 


Or, iv=.012,040,009, a net correction 
of —.000,000,05, which indicates that the 
next iteration will give no further cor- 
rection. 

Hence the correct value of 7 to 7 decimal 
places is: 4 = .012,186,82. 

We may now construct the amortiza- 
tion schedule desired. The usual form may 
be modified from the standpoint of the 
borrower, as suggested by Mr. J. J. Suter, 
Auditor, City of Bloomington, somewhat 
as shown in Table III. 

Column 4 is formed with 7 = .012,186,82 
as the rate on book value. Thereafter, 
since the half-year rate must be used, 
i/2=.006,074,9 is used. The conversion 
formula is, of course, //2 =(1+7)/?—1. 


last entry. 

We have now, with very little work, ar- 
rived at the required exact charges, cor- 
rect, we might say, to the cent. It is 
gratifying to know that this is true; and 
it is gratifying to know that we now have a 
method which will succeed for all such 
cases, whether it be bonds or any other 
series of payments drawing an unknown 
rate of interest. 

The fact should not be overlooked that 
the method is adaptable also to the de- 
termination of the purchase price of a 
series of bonds when the desired yield rate 
is not given in tables of bond values. For 
in such cases we need only to substitute 
in series (II) the known values. 
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ACCOUNTING THESES 


For convenience of reference, theses 
have been classsified roughly into large 
groups according to subject matter. Titles 
of theses relating to two or more groups 
have not been repeated. The status of each 
thesis is shown in parentheses. Theses with 
dates through June 1941 have presumably 
been completed; dates subsequent to June 
1941 indicate the prospective dates of com- 
pletion of theses in progress on that date. 


ACCOUNTING SYSTEMS AND PROBLEMS OF 
PARTICULAR INDUSTRIES 


Doctors 


Evolutions of the Systems of Accounts Prescribed 
for Public Utilities by State and Federal Regu- 
tory Commissions, J. Bland Pope. (In progress.) 
University of Texas. 

Fire Insurance Company Investments: Account- 
ing, Valuation, Reporting, and Management, 
1928-1939. (A concentrated study in three 
Midwestern states.) Arleigh R. Burton. (In 
progress.) University of Nebraska. 

Sources of Capital in Public Utilities, Carl Leroy 
Nelson. (In progress.) University of Minnesota. 


Masters 


Accounting for Air Line Transportation, Sarah J. 
Rinehart. (April 1941.) Columbus University. 
Accounting for Airports and Air Transport Com- 
panies, Leonard R. Hassell. (Accepted.) Uni- 

versity of Texas. 

Accounting for and Auditing Small Loan Com- 
panies, Jos, J. Shatz. (April 1941.) Columbus 
University. 

Accounting for Consumer Credit by Commercial 
Banks, Robert S. Wasley. (August 1941.) Uni- 
versity of Colorado. 

Accounting for Depletable Oil Properties, Irby N. 
Taylor. (Accepted.) Northwestern University. 
Accounting for Educational Institutions, Con- 

verse Chellis. (Accepted.) Columbia University. 

Accounting for the Lumber Industry, Claude 
Weisner, University of Washington. 

Accounting for Managerial Control in the Bitu- 
minous Coal Mining Industry, Conley Richmond 
Addington. (Accepted.) Northwestern Univer- 
sity. 


Accounting for Non-Profit Organizations, John 
Moccia. (Accepted.) Columbia University. 

Accounting for Public Utility Assets, Gordon 
Richard Corey. (Accepted.) Northwestern Uni- 
versity. 

Accounting for Real Estate Sub-divisions, Thos, 
M. Humble. (April 1941.) Louisiana State Uni- 
versity. 

Accounting for Whitney Transfer Company, 
Charles Rutherford Van Norden. (Accepted.) 
Northwestern University. 

Accounting Problems Involved in Commercial 
Factoring, Sylvia Levy. (Accepted.) New York 
University. 

Accounting Problems of the Builder of Homes, 
Russell Neisloss. (Accepted.) Columbia Uni- 
versity. 

Accounting System for Outdoor Advertising Cor- 
porations, Robert Puryear. (Accepted.) New 
York University. 

An Accounting System for Commodity Brokers 
and Dealers, Seymour Pike. (Accepted.) New 
York University. 

An Accounting System for the City of College 
Station, B. L. Axley. (August 1940.) A. & M. 
College of Texas. 

An Accounting System for Retailers of Farm Im- 
plements, R. E. Parker. (June 1940.) A. & M. 
College of Texas. 

An Accounting System for Savings Banks, Ed- 
ward S. O’Connor. (Accepted.) Columbia Uni- 
versity. 

Accounting System for a Theatrical Agency, 
Ralph Levinson. (Accepted.) New York Uni- 
versity. 

The Basing Point System in the Cement Indus- 
try, Ralph G. Roberts. (Accepted July 1941.) 
New York University. 

Bituminous Coal Mine Accounting, Agatha J. 
Warner. (April 1941.) Columbus University. 
Building and Loan Associations, Casmer Mentus. 

(Accepted.) New York University. 

The Cafeteria as a Business Entity, Melvin N. 
Gelbar. (Accepted.) Columbia University. 

College Incomes and Expenditures: A Compari- 
son of the Incomes and Disbursements of a 
Selected Group of Twenty-Seven Men’s Col- 
leges, Abbie Mann. (Accepted.) University of 
Southern California. 

Control of Retail Grocery Chain Stores through 
the Aid of Accounting, Joseph R. Coppola. 
(June 1941.) University of Pennsylvania. 
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Credit Union Accounting; Principles, Financial 
Statements and Supervision, Rudolph Stahl. 
(Accepted.) New York University. 

Customer Protection for New York State Ex- 
change Firms through Modern Regulation of 
Accounting Practices, Roger Andrews. (Ac- 
cepted.) New York University. 

The Development of Uniform Accounting Sys- 
tems, Milan R. Bump. (Accepted.) New York 
University. 

The Effect of Governmental Regulation on Ac- 
counting for Security Dealers, Robt. P. Kelley. 
(Accepted.) New York University. 

Equipment Control in the Construction Indus- 
try, Philip Sher. (Accepted.) New York Univer- 
sity. 

Financial Administration of Student Organiza- 
tions in State Universities and Colleges, W. 
Marks Alexander. (June 1941.) University of 
Tennessee. 

The Fiscal Problems of Housing Project Opera- 
tion, Harry Hackman. (Accepted.) New York 
University. 

Governmental Control of Accounting Technique 
in the Dairy Industry, Charles Brody. (Ac- 
cepted.) New York University. 

Internal Control and External Audit Aspects of 
Ledgerless and No Posting Accounting for Cus- 
tomers Accounts in Department Stores, Wm. 
Arnstein. (Accepted.) New York University. 

Internal Safeguards for Cash, Douglas Campbell. 
(Accepted.) Columbia University. 

Methods of Accounting for an Oil Producing 
Company, Adolph G. Schlosstein. (Septem- 
ber (1940.) Washington University (St. Louis). 

Payroll Accounting for New York Telephone Co., 
Thomas Jones. (Accepted.) New York Univer- 
sity. 

Principles and Problems of Accounting for a Real 
Estate Development Company, Seymour S. 
Freeman. (Accepted July 1941.) New York 
University. 

Punched Card Accounting, John L. Harvey. 
(Accepted.) Columbia University. 

Regulation of Public Utilities through Account- 
ing, Raymond Ankner. (Accepted.) New York 
University. 

Resort Hotel Accounting, James Fawcett. (Ac- 
cepted.) Northwestern University. 

Simplified Bookkeeping System for Dentists, D. 
R. Conrad. (June 1941.) Indiana University. 
Social Agency Control Through the Accounts, 
Robert Cooney. (In progress.) University of 

Chicago. 

Statistics as an Aid to Managerial Control in the 
Whiskey Business, Wm. McNeill. (Accepted.) 
New York University. 


ACCOUNTING THEORY, GENERAL 
ACCOUNTING 


Doctors 


The Accounting View of the Nature of Business 
Transactions, James M. Carrithers. (June 
1942.) University of Illinois. 

An Analysis of Criticisms of the Tentative Prin- 
ciples of Accounting, Everett Hong. (In prog- 
ress.) University of Southern California. 

An Application of Measurement Theory to Ac- 
counting Procedures, Wm. J. Vatter. (In prog- 
ress.) University of Chicago. 

A Critical Analysis of Certain Formulations of 
Accounting Principles, Leslie J. Buchan. (In 
progress.) University of Illinois. 

Divergencies in the Accounting Concepts of Cost, 
Charles P. Slater. (June 1942.) University of 
Illinois. 

Essays in the Theory of Capital, Robert B. 
Bangs. (June 1941.) Brown University. 

Obsolescence and the Theory of Economic Fluc- 
tuations, Maurice Moonitz. (March 1941.) 
University of California (Berkeley). 

A Reexamination of Accounting Principles and 
Some Applications with Particular Reference to 
Published Reports: In part, a synthesis of sev- 
eral controversial suggestions, Daniel Lipsky. 
(1942.) Columbia University. 


Masters 


Accounting as an Aid to Management, Robt. 
Frummer. (Accepted.) New York University. 
The Accounting and Economic Concepts of Costs, 
John A. Hoyer. (February 1942.) University of 

Pennsylvania. 

The Accounting Period—Its Development and 
Problems with Emphasis on the Financial 
Statements, Royal E. Paullette. (Accepted.) 
New York University. 

The Advantages and Disadvantages of the Entity 
Concept, Lawrence M. Roth. (Accepted.) New 
York University. 

Balance Sheet Valuation and Purchasing Power, 
Charles Townsend, Jr. (Accepted.) Columbia 
University. 

The Doctrine of Accounting, William A. Blute. 
(April 1941.) Columbus University. 

The Natural Business Year, Thomas J. Rowe. 
(Accepted.) New York University. 

The Principles of Accounting Control and Their 
Application to a Studied Case, Clarence Lewis 
Scherer. (Accepted.) Northwestern University. 

Recent Developments in Accounting Theory, 
Leon M. Manning. (April 1941.) Columbus 
University. 
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Valuation or Historical Cost, Lester H. Zimmer- 
man. (April 1941.) Columbus University. 


AUDITING, PuBLIC ACCOUNTING 


Doctors 


Educational Preparation for Professional Ac- 
countancy, Walker E. Campbell. (September 
(1941.) University of Illinois. 

Internal Auditing, Victor Z. Brink. Published by 
the Ronald Press, N. Y. (1941.) Columbia Uni- 
versity. 

A Study of C.P.A. Legislation in the United 
States, 1896-1940, Ralph L. Boyd. (August 
1941.) University of Illinois. 


Masters 


The Accountant’s Responsibility for Inventories, 
Maurice Feinblatt. (Accepted.) New York Uni- 
versity. 

An Analysis of the Financial, Legal, and Moral 
Liabilities of the Public Accountant in the 
United States, Elwood H. Smith. (In progress.) 
University of Chicago. 

The Application of Auditing Theory and Practice 
toa Thoroughly Developed Practical Situation, 
Frederick H. Bottger. (Accepted.) Syracuse 
University. 

Auditing Life Insurance Companies, Jos. F. 
Ruffley. (April 1941.) Columbus University. 

Auditors Responsibility, Sidney F. Weiner. (Ac- 
cepted.) Columbia University. 

Audit Procedure for Colleges and Universities, 
Jerry Vanley Tosoonian. (Accepted.) North- 
western University. 

Cash Defalcations—Prevention and Detection, 
David P. Rosen. (Accepted.) New York Uni- 
versity. 

Confirmation of Accounts Receivable by Direct 
Communication with Debtors, A. W. Berry 
(May 1940.) A. & M. College of Texas. 

Current Advances in Auditing Procedure, Morse 
Topper. (Accepted.) New York University. 

Embezzlements, James P. Joice. (Accepted.) New 
York University. 

The Evaluation of the Suggestions for the Exten- 
sion of Auditing Procedure, Joseph Egan. (Ac- 
cepted.) New York University. 

Evolution of Accountants’ Certificates, Nelson D. 
Wakefield. (Accepted.) University of Illinois. 
Governmental Auditing for Direct Sales Taxa- 
tion, Charles V. Koehn. (Accepted.) Columbia 

University. 

The Influence of the American Institute of Ac- 
countants on the Accounting Profession in the 
United States, Prentice Shenton. (Accepted.) 
New York University. 


The Accounting Review 


Internal Bank Auditing, Ivan deNaray. (Ac. 
cepted.) New York University. 

Is Eliminating the Seasonal Aspects of Public 
Accounting Practical?, James L. Hogan. (Feb- 
ruary 1942.) University of Pennsylvania. 

Legal Responsibilities of Public Accountants in 
New York, Frederick Heller. (Accepted.) New 
York University. 

Methods of Detecting Fraud, E. Harland Tooth- 
aker. (April 1941.) Columbus University. 

The Legal Duty of Auditors to Exercise Due Care, 
Wm. Lenz. (Accepted.) Columbia University. 
Procedure in Audits of Insolvent Business Or- 
ganizations. Samuel Krieger. (Accepted.) New 

York University. 

The Responsibility of an Accountant for Inven- 
tories, Eugene Simonoff. (Accepted.) Columbia 
University. 

Revision of Auditing Procedure, Duncan Bruce. 
(Accepted.) New York University. 


BUDGETS 


Masters 


Budgetary Control in Department Stores, George 
W. Goodell. (June 1941.) University of Penn- 
sylvania. 

Budgetary Control for Hospitals, Keith O. Tay- 
lor. (In progress.) University of Chicago. 

Budgetary Control of Labor Costs, Lillian Wide- 
maier. (Accepted.) Ohio State University. 

Budgetary Control in the Public Schools of East 


Texas, Carroll Oscar Wilson. (Accepted.) Um- 5 


versity of Texas. 

Comparison of Budget Procedure of Meredith 
Publ. Co. with Acceptable Procedures, Wendell 
Gudka. (In progress.) Drake University. 

Flexible Budgets—Preparation and Application, 
Arthur J. Schmitt. (Accepted.) New York Uni- 
versity. 


CaPITAL, CAPITAL STOCK, PARTNERSHIPS 
AND CORPORATIONS 


Masters 


Accounting for Capital and Surplus: Funda- 
mental Principles, Rules of Procedure and 
Actual Practice, Francis R. Byrne. (Accepted.) 
Northwestern University. 

Accounting for No-Par Stock, Omer N. Michaels. 
(April 1941.) Columbus University. 

Accounting for No-Par-Value Stock, Owen Cun- 
ningham. (Accepted.) New York University. 

Accounting for No-Par-Value Stock, James E. 
Davis. (Accepted.) Columbia University. 

Advanced Phases of Partnership Accounting, 
Daniel E. Ansley, Jr. (Accepted) University of 
Texas. 
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A Criticism of No-Par Capital Stock from the 
Point of View of Accounting and Finance, 
Richard B. Cogdal. (Accepted.) University of 
Illinois. 

Problems and Principles of Accounting for Treas- 
ury Stock, Albert deAngelis. (Accepted.) New 
York University. 

Requirements for Stock Transfers, Ogareff Cou- 
mont. (Accepted.) New York University. 

Treasury Stock, John F. West. (Accepted.) New 
York University. 


CONSOLIDATED STATEMENTS, HOLDING 
COMPANIES 


Doctors 


Consolidated Financial Statements, Edwin J. 
Lewis. (In progress.) Northwestern University. 

Social and Economic Aspects of Holding Com- 
panies, Raymond V. Cradit. (In progress.) 
University of Chicago. 


Masters 


Accounting Control of Subsidiaries, Irving Korn- 
blum. (Accepted.) New York University. 

Consolidated Financial Statements with Special 
Reference to the Determination of Surplus at 
Date of Acquisition, Lester Armand Wood- 
ward. (Accepted.) Northwestern University. 

Public Utility Accounting as Influenced by the 
Federal Public Utility Holding Company Act, 
Rene Harry Levy. (Accepted.) University of 
Texas. 


Costs, Cost ACCOUNTING, 
Cost ANALYSIS 


Doctors 


Accounting as an Aid to Compliance with the 
Robinson-Patman Act, Wm. E. Thomas, Jr. 
(August 1941.) University of Illinois. 

Basic Hospitalization Costs, Edward John Kelly. 
(In progress.) Stanford University. 

Fixed and Variable Costs and their Application in 
Cost Analysis, Lee Glover. (1944.) Columbia 
University. 

Idle Capacity, Joseph Mauriello. (In progress.) 
New York University. 

Study of Hospital Costs of Nurses’ Education and 
Value of Services Rendered, Charles Rovetta. 
(In progress.) University of Chicago. 


Masters 


Accounting for Joint and By-Products, Archibald 
C. Reid, Jr. (Accepted.) New York University. 
The Accounting for Material and Labor in Stand- 
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ard Costs. Stanley James Scott. (Accepted.) 
University of Texas. 

An analysis of the Costs of Autopsies (In Seven 
Chicago Hospitals), Lester Manuel Barron. 
(In progress.) University of Chicago. 

An Analysis of Gin Labor Costs in the State of 
Texas, Joe J. Danforth. (May 1940.) A. &. M. 
College of Texas. 

Basic Measurements for Laundry Operations, 
Edw. C. Talmadge. University of Washington. 

Centralized Versus Decentralized Cost Account- 
ing—A Case Study of a Large Electrical Equip- 
ment Manufacturing Company, Wm. H. J. 
Schultz. (Accepted.) Northwestern University. 

Cost Accounting and Defenses under the Robin- 
son-Patman Act, George Trees. (Accepted.) 
New York University. 

Cost Accounting for Hospitals with Special Ref- 
erence to Hospitals located in Lincoln, Ne- 
braska. (In progress.) University of Nebraska. 

Cost Accounting in an Oil Refinery, Lee Blocker. 
(Accepted.) Columbia Universtiy. 

Cost Accounting in the Shipbuilding Industry, 
Lawrence J. Ruggiero. (Accepted.) New York 
University. 

Cost Methods in a Corn Starch Refinery, J. A. 
Kurtz. (Accepted.) Ohio State University. 


Masters 


Cost of Production of By-Products of Milk, D. 
Edward McCarthy. (Accepted.) New York 
University. 

Cost Price Relationship in the Lithographic In- 
dustry, Marcus Higginbotham, II. (Accepted.) 
New York University. 

Differential Costs, Milton Rosenberg. (Accepted 
July 1941.) New York University. 

Economic and Accounting Aspects of Unused 
Capacity, John T. Cox. (Accepted.) New York 
University. 

An Economic Analysis of Some Cost Accounting 
Problems, Frederick A. Ekeblad. (June 1941.) 
Brown University. 

Graphic Analysis in Cost Accounting, Allen 
Weiss. (Accepted.) New York University. 

Installing Production Control System in a Pa- 
jama Plant, James Cashin. (Accepted.) New 
York University. 

Insurance Office Costs—A Study of the Operating 
Costs of an Insurance Office Accounting De- 
partment, William Carroll Henry. (Accepted.) 
Northwestern University. 

Liquor Cost and Sales Controls at Bars. Irving 
Kaplow. (Accepted July 1941.) New York Uni- 
versity. 

Measuring the Costs of Public Health and Medi- 
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cal Services, Herman Shkoler. (Accepted.) New 
York University. 

Normal Burden Rates with Particular Reference 
to Idle Capacity. John J. Spollen. (Accepted.) 
New York University. 

Relation between Cost and Price, Yui-lih Tsou. 
(Accepted.) New York University. 

Standard Cost System for Roofing Felt Mill, 
James Phair. (Accepted.) Columbia University. 

A Study of the Application of Cost Accounting 
to the Dairy Industry through the Medium of 
Delivery Costs. Bridget Kiely. (Accepted.) 
New York University. 


DISTRIBUTION Costs 
Doctors 


Accounting for Distribution Costs. Donald R. 
Longman. (Accepted.) Columbia University. 
Marketing Costs, Gould L. Harris. (1943.) Colwm- 

bia University. 
Masters 


Distribution Cost Accounting for the Manufac- 
turing Confectioners Industry, Robert A. 
Meier. (In progress.) University of Chicago. 

Distribution Costs, George V. Bolger. (April 
1941.) Columbus University, 

The Impact of the Robinson-Patman Act on Dis- 
tribution Cost Accounting, Arthur Peregoff. 
(In progress.) University of Maryland. 

Some Problems Connected with Control of Dis- 
tribution Costs in a Small Business Organiza- 
tion, Lucienne Miranne. (June 1941.) Tulane 
University. 


FINANCIAL STATEMENTS, ANALYSIS OF 
STATEMENTS 


Doctors 


Financial Statements, Thomas G. Charters. 
(1944.) Columbia University. 

The Income Statement, Robert L. Dixon, Jr. 
(Accepted.) Yale University. 

Special Purpose Financial Statements, Henry A. 
Kriebel. (1942.) Columbia University. 

A Study of the Nature and Arrangement of the 
Income Statement, Robt. K. Mautz. (February 
1943.) University of Illinois. 


Masters 


Accounting Analysis of Industrial Financial 
Statements for Investment Purposes, John B. 
Cunin. (Accepted.) Syracuse University. 

Accounting Principles Relating to the Balance 

Sheet Statement, Alvin Philips. (Accepted.) 

New York University. 


The Accounting Review 


An Analysis of a Foreign Sugar Company, Edwin 
W. Lightfoot. (Accepted.) Boston University, 
Analysis of Statements, Harry S. Young. (In 

progress.) University of Chicago. 

The Statement of Financial Changes, Joseph F. A, 
Schneider. (Accepted.) University of Illinois. 

A Study of Debt Paying Ability in a Retail 
Lumber Yard, (In progress.) University of 
Southern California. 

Studies in the Analysis of Financial Statements, 
Carolyn Buser. (May 1941.) Washington Uni- 
versity (St. Louis). 

A Study in the Determination of Debt Paying 
Ability in a Retail Drug Store, Wm. Vincent 
Frierson. (Accepted.) University of Southern 
California. 

Suggested Revision of Financial Statements for 
Investors, Theodore Hogeman. (Accepted) 
New York University. 


FIxED ASSETS, DEPRECIATION, DEPLETION, 
INTANGIBLE ASSETS 


Doctors 


Accounting for Depreciable Fixed Assets, Harold 
G. Avery. (Privately printed 1940.) Columbia 
University. 

Changing Concepts of Depreciation, Edward J. 
Kirkham. (June 1942.) University of Illinois. 


Masters 


Accounting for Corporate Fixed Property, Charles 
H. Rockwood. (June 1941.) Cleveland College of 
Western Reserve University. 

Accounting for Depletion, John A. Varley. (April 
1941) Columbus University. 

Aspects of Fixed Capital Obsolescence. Irving 
Levin. (Accepted.) New York University. 

Capital Expenditure Accounting in the Electric 
Utility Industry, John F. Jafferis. (February 
1941.) University of Pennsylvania, 

Continuing Property Records as an Aid to Prop- 
erty Control, Aden T. Miller. (February 1942.) 
University of Pennsylvania. 

Depreciation Accounting in the Oil Refining In- 
dustry, James O. Mitchell. (June 1941.) Uni- 
versity of Pennsylvania. 

The Formulation of Depreciation and Obsoles- 
cence Policies in the Silk and Rayon Industry, 
Roy F. Dietrich. (June 1941.) University of 
Pennsylvania. 

Goodwill, Alexander Freydberg. (Accepted.) New 
York University. 

Goodwill in Theory and Practice, Victor F. 
Colella. (Accepted.) Columbia University. 


Managerial Aspects of Depreciation, Oscar 


A 


A 


A 


Dwight Beverly. (Summer 1941.) University of 
Kansas. 

The Theoretical Basis for the Treatment of Good- 
will in Accounting, Warren L. Ress. (Accepted.) 
New York University. 


GOVERNMENTAL ACCOUNTING 


Doctors 


Accounting for State Governments, Fladger F. 
Tannery. (Accepted.) University of Texas. 

A Plan for State Supervision of Local Finance 
in Tennessee, W. H. Read. (In progress.) 
Northwestern University. 

State Supervision of Municipal Accounting, 
Herschel Lee Waldron. (In progress.) Univer- 
sity of Chicago. 


Masters 


Accounting and Auditing Procedure for Federal 
Credit Unions, Dario A. Pagliai. (April 1941.) 
Columbus University. 

Accounting and Standard Practices in Selected 
Michigan Counties, W. Cesarz. (October 
1941) Michigan State College. 

Accounting for Counties in the State of Washing- 
ton, James S. Schindler. University of Washing- 
ton. 

Accounting for Emergency Funds in the United 
States Department of Agriculture, Saul Ed- 
ward Silverman. (Accepted.) Northwestern Uni- 
versity. 

Accounting for the Public Property of the State 
of Kansas, Dufay H. Coryell. (Accepted.) Uni- 
versity of Kansas. 

Accounting Systems of the United States Bureau 
of Accounts, Robert C. Ewan. (April 1941.) 
Columbus University. 

Application of the Recommendations of the Na- 
tional Committee on Municipal Accounting to 
Florida Cities, J. Wesley Fly. (July 1941.) 
University of Illinois. 

The Auditing of County Accounts with Special 
Reference to Selected North Carolina Counties, 
Robert Lee Stallings, University of North Caro- 
lina. 

Comparison of Audit Methods and Procedure of 
Municipalities to Private Business, Earl P. 
Powers. (May 1941.) University of Florida. 

Fiscal Study of Ingham County, Michigan, H. K. 
Miller. (September 1941.) Michigan State Col- 
lege. 

Graphic Presentation of Financial Data in Gov- 
ernment Reports, Quentin C. Roche. (Ac- 
cepted.) University of Illinois. 

Legal Requirements in Audits of School Districts 


The Accounting Exchange 
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in Iowa, Carroll Patty. (In progress.) Drake 
University. 

Municipal Auditing, William Nolan. (Accepted.) 
New York University. 

Operation of Central Purchasing System in Ar- 
kansas, William C. Couch. (February 1942.) 
University of Arkansas. 

State Supervision of Local Finances in Michigan, 
M. B. Dickerson. (June 1941.) Michigan State 
College. 

A Uniform System of Accounts for Public Welfare 
Districts Under the Public Welfare Law of the 
State of New York, Raymond J. Cantwell. 
(Accepted.) Columbia University. 


INCOME, SURPLUS, DIVIDENDS, AND 
RESERVES 


Doctors 


Background of Financial Policy in the Declara- 
tion of Dividends, Raymond Einhorn (Febru- 
ary 1942.) University of Illinois. 

The Problem of the Allocation of Income to Ac- 
counting Periods, Reuel I. Lund. (Accepted.) 
University of Minnesota. 

A Study of Operating Profits and of Profits Re- 
sulting from Price Changes, Shing Leung Chau. 
(In progress.) University of Chicago. 


Masters 


An Analysis of Corporate Proprietorship Re- 
serves, Randolph Parrish. (Accepted.) Colum- 
bia University. 

Analysis of Direct Charges and Credits to Surplus 
and Their Effect on Reported Net Income, 
Elizabeth Marie Lohren. (December 1940.) 
University of Minnesota. 

Capital and Earned Surplus, John C. Roth. (Ac- 
cepted.) New York University. 

Capital and Earned Surplus in Theory and Prac- 
tice, Joseph A. Frisby, Jr. (February 1942.) 
University of Pennsylvania. 

Comparison of the Income Concept for Tax ana 
General Purposes, Paul Simon. (Accepted.) 
Columbia University. 

Income Phases of Capital Stock Dividends and 
Rights, Frank H. Roberts. (Accepted.) Uni- 
versity of Kansas. 

Income vs. Principal for Trusts, Thomas Burke. 
(Accepted.) New York University. 

Proper Classification of Important Surplus and 
Profit and Loss Debits and Credits, Charles L. 
Benton, Jr. (1940.) University of Maryland. 
(Duplicated by the Maryland Association of 
C.P.A.’s Baltimore, Md., April 1941.) 

The Significance of Gross Profit on the Income 
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Statement, Arthur S. Kostman. (June 1941.) 
University of Pennsylvania. 

The Treatment of Cash Discounts on Purchases 
in the Income Statement, James Cullather. 
(June 1941.) University of Pennsylvania. 

The Treatment of Unusual Gains and Losses in 
Theory and Practice, Robt. F. Rogan. (June 
1941.) University of Pennsylvania. 


INVENTORIES, MERCHANDISE, 
MERCHANDISING 


Doctors 


The Accounting Problems Underlying the Adjust- 
ment of Merchandise Losses, Leo Rosenblum. 
(1942.) Columbia University. 

Inventory Accounting Policies with Particular 
Reference to Companies which Tan Leather, 
Edward Kneeland Cratsley. (In progress.) 
Harvard Graduate School of Business Adminis- 
tration. 

Inventory Valuation and Business Income. Carl 
Devine. (Accepted.) University of Michigan. 


Masters 


Accounting for Inventories with Consideration to 
Possible Effects upon Business Cycles, O. R. 
Marten. (In progress.) University of Nebraska. 

Commodity Profit and Loss Accounting for 
Management, Geo. Martin Arisman, Jr. (Ac- 
cepted.) Northwestern University. 

The Cost and Valuation of Motion Picture Pro- 
ductions, Irving Klein. (Accepted.) Columbia 
University. 

A Critique of the Last-in First-out Inventory 
Method, Francis H. Bachman. (Accepted.) 
University of Illinois. 

Inventory Valuation, Albert Polke. (Accepted.) 
Columbia University. 

Inventory Valuations with Emphasis on the 
Last-in First-out Method, Evald Petersen. 
University of Washington. 

Inventory Verification: A Study of Recent De- 
velopments, Lambert Gross. (Accepted.) New 
York University. 

Justification of the Last-in First-out Inventory 
System for Income Taxation Purposes, Stanley 
VanDamm. (Accepted.) New York University. 

Merchandise Control and Accounting, Morris 
Strauchen. (Accepted.) Columbia University. 

Possible Methods of Inventory Control in the 
Shoe Industry, Samuel Rubinson. (Accepted.) 
New York University. 

The Problem of Pricing Inventory Items, Glenn 
G. Yankee. (Accepted.) University of Illinois. 

Simple Statistical Methods as a Means of Analyz- 
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ing Department Store Accounting Records, 
Richard D. Schultz. (In progress.) University 
of Chicago. 

Law 


Doctors 


Accounting Aspects of Federal Incorporation, 
Robert I. Dickey. (January 1942.) University 
of Illinois. 

A Comparative Study of the Statutory Provisions 
Relating to Selected Phases of the Net Worth 
Section of the Corporate Balance Sheet, Wilbur 
R. Garrett. (Accepted.) University of Southern 
California. 

Legal Regulation of Accounting, (Mr.) Vivian 
Dake Jolley. (In progress.) University of Chi- 
cago. 

The Relation Between Accounting and Certain 
Recent Developments in the Statutory Law of 
Business Corporations, Norbert G. Bausch. 
(Accepted.) University of Illinois. 


Masters 


Corporate Reorganizations Under Chapter X of 
the Chandler Act of 1938, S. Silas Fox. (Ac 
cepted July 1941.) New York University. 


LIABILITIES; CURRENT, FIXED, AND 
CONTINGENT 


Masters 


Accounting for Bonds Payable, with Special 
Treatment of Practice of Public Utilities since 
1933, Geo. Wickersham Ryerson. (Accepted.) 
Northwestern University. 

Accounting Treatment of Bond Discount—Theo- 
ry and Practice, Harry M. Bellinger. (February 
1941.) University of Pennsylvania. 

Contingent Liabilities and Material Commit- 
ments, Edwin Meyer. (Accepted.) New York 
University. 

Defaulted Real Estate Bond Issues in Illinois, 
Reginald S. Bickford. (Accepted.) University of 
Chicago. 

Some Theoretical Aspects of Accounting for Bond 
Issues, Kenneth B. Berg. (Accepted.) Univer- 
sity of Illinois. 

Farm-Debt Adjustment in Michigan since 1932, 
D. K. Law. (June 1941.) Michigan State College. 


SECURITIES AND EXCHANGE COMMISSION 


Doctors 


Accounting for Investors in the Administration 
of the Securities and Exchange Commission, 
W. K. Pierpont. (In progress.) University of 
Michigan. 


Cc 


A 
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An Historical View of the Accounting Aspects of 
the Securities and Exchange Legislation of 
1933-1934, Raymond W. Esworthy. (August 
1942.) University of Illinois. 

The Influence upon Accounting Theory and Prac- 
tice of the Regulatory Control Administered by 
the Securities and Exchange Commission, 
Louis M. Kessler. (August 1942.) University of 
Illinois. 


Masters 


Effect of S.E.C. Regulations on the Surplus Sec- 
tion of the Balance Sheet, Helen Cobb 
O’Rourke. (August 1941.) University of Colo- 
rado. 

An Examination of Recent Federal Legislation 
Affecting Securities and Security Exchanges, 
Eugene Dawson. (Accepted.) Texas Christian 
University. 


TAXATION 


Doctors 


Corporate Management and the Taxation of 
Stockholders with Respect to the Undistributed 
Earnings of Corporations, Thomas F. Debnam. 
(In progress.) University of Chicago. 

The History of the Taxation of Excess Profits by 
the United States, Kenneth J. Curran. (June 
1941.) Princeton University. 

The Realization of Income and Federal Income 
Tax Procedure, Russell Bowers. (Accepted.) 
University of Michigan. 


Masters 


Accountants’ Contributions to the Excess Profits 
Tax Law of 1940, Carroll Wadley. (February 
1942.) University of Pennsylvania. 

The Accounting Aspects of the Excess Profits Tax 
of 1940, Frank S. Kaulback, Jr. (May 1942.) 
University of Virginia. 

An Analysis of the Allocation of Corporate Income 
and Capital to States for State Tax Purposes 
and its effect on Industrial Corporation Tax 
Loads, Traver L. Berry. (Accepted.) New York 
University. 

Comparative Analysis of the Time Income is 
Realized in Accounting and Income Taxation, 
Lawrence Raymond Summersett. (Accepted.) 
Northwestern University. 

A Critique of the Federal Income Concept of 
Capital and Revenue Expenditures, Frank A. 
Peter. (Accepted.) University of Illinois. 

Depletion and Taxation, Dean Gidney. (Ac- 
cepted.) New York University. 

The Effect of Federal Income Taxes upon Ac- 


counting Practices, Raymond Meixsell, Jr. 
(Accepted.) New York University. 

Federal Gift Tax, LeRoy Haft. (Accepted.) New 
York University. 

Federal Income Tax Returns for Partnerships— 
A Case Study, Merwin Gordon Woodward. 
(Accepted.) Northwestern University. 

Invested Capital in the Taxation of Excess and 
War Profits, James Leander Wood. (Accepted.) 
Northwestern University. 

Multiple Inheritance Taxation in the United 
States, Benjamin Arac. (Accepted.) New York 
University. 

Real Estate Taxation and Valuation, Benton 
Miller. (Accepted.) New York University. 

Sales Taxes in the United States, Francis P. 
Grealy. (Accepted.) New York University. 

Some Aspects of the Effects of Federal Tax 
Policy upon the Capital Structure and Divi- 
dend Policies of Corporations, Kullervo Louhi. 
(Accepted.) University of Chicago. 

States Taxes Payable by a New York Stock Fire 
Insurance Co., Andre Schwitter, Jr. (Accepted.) 
New York University. 

Taxability of Stock Dividends Under the Federal 
Income Tax Laws, Allan Pallin. (Accepted.) 
Columbia University. 

Taxation of Proceeds of Life Insurance Policies 
and Annuity Contracts, Robt. H. Weeks. (Ac- 
cepted.) Columbia University. 

Tax Avoidance, E. L. Clayton. (June 1941.) 
Indiana University. 

Unreasonable Accumulation of Surplus Under In 
come Tax Law, Nathan Wallfisch. (Accepted.) 
New York University. 


UNCLASSIFIED 
Masters 


The Accounting Regulation of Listed Corpora- 
tions by the New York Stock Exchange, Wil- 
liam Murphy. (Accepted.) New York Univer- 
sity. 

The Accounting Treatment of Bad Debts, Willis 
A. Leonhardi. (Accepted.) University of Illinois. 

Development of a Method of Forecasting the 
Rate of Acceptance of Commodities, Charles 
D. Cook. (Accepted.) New York University. 

Electric Rate Making in Arkansas 1935-41, 
Robert Owens. (June 1941.) University of Ar- 
kansas. 

New York State Unemployment Insurance, Saul 
Guberman. (Accepted.) New York University. 
The Place of Accounting in Labor Arbitration, 
Milton A. Lubin. (June 1941.) University of 

Pennsylvania. 
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Recent Changes in Banking Practices, Julius 
Menzezoff. (Accepted.) Texas Christian Uni- 
versity. 

Requirements of an Accounting Research Li- 
brary, Stewart C. Gaumer. (February 1941.) 
University of Pennsylvania. 

The Rise and Fall of Foreign Exchange, Frederick 
Dudley. (Accepted.) New York University. 

Working Capital, Leo Herbstman. (Accepted.) 
New York University. 


NOTES ON THE CONTRASTING 
CONCEPTS OF ACCOUNTING 
AND ECONOMICS 

Accounting and economics are generally 
considered to be social sciences; and ac- 
counting is generally regarded as a branch 
of economics. Wealth is the subject-mat- 
ter of both sciences, but whereas economics 
is thought of as the science of wealth, ac- 
counting is restricted to the devising of 
records which will reflect the status of 
wealth (+ and —) and the changes which 
take place in wealth of a given business 
unit—whether sole proprietorship, part- 
nership, or corporation. 

The difference in the manner in which 
wealth is considered by these two sciences 
undoubtedly accounts, to a large degree, 
at least, for the seeming inconsistences 
which appear in their literature. The point 
of view of the economist is that of society; 
the point of view of the accountant is that 
of the individual business unit. It may be 
said that wealth is interpreted in (1) the 
economic sense, and (2) the accounting 
sense. 

By stating the basic aspects of these two 
methods of interpretation, it may be possi- 
ble to reconcile them, by showing (a) 
ground common to both, and (b) ground 
not common to both. 

No doubt there is much in the subject 
matter as well as in methods employed by 
each that have little or nothing in common. 
Economics, in its earlier development, was 
largely deductive in character; in its later 
growth it has been somewhat more induc- 
tive. 
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Income. The economic concept of income 
centers about the idea of increase in value 
over and above cost of production. Thus 
Weston defines income as “increase in 
wealth in addition to that which is already 
possessed”; and a German writer defines 
income as “the sum of economic goods or 
gains accruing to an individual within a 
given period, which are not required to re- 
place capital and which therefore may be 
consumed without reducing his wealth.” 

Relative to the treatment of capital in- 
crement, the courts have held differently 
at different times. On March 28, 1921, the 
U.S. Supreme Court, in the Ryerson Case, 
reversed its earlier decision in Gray v. 
Darlington (15 Wall, 63), asserting that 
any increase in value of capital assets, 
when realized, is income, and as such is 
taxable under the income tax laws. This 
decision, in effect, recognizes all incre- 
ments of wealth as income, provided such 
increment be realized through sale or other 
form of conversion. 

How closely does the above legalistic 
interpretation of income conform (a) to 
the economic interpretation, or to (b) the 
accounting interpretation? It appears to 
emphasize the necessity of realization more 
than does the classic economic concept, 
and to that extent agrees more fully with 
the accounting concept of income. 

The accountant thinks of income in 
terms of a definite period of time, a factor 
with which the economist is not greatly 
concerned. Also, he emphasizes the individ- 
ual business unit, whereas the economist 
is as greatly concerned with wages as the 
income of the laborer, as the accountant is 
concerned with wages asa cost of production. 

With allowance for exceptional cases, 
economist and accountant agree that most 
expenditures and most efforts placed on 
the production of commodities result in 
income. Although the accountant recog- 
nizes the economist’s interpretation of 
gradual growth in property values as one 
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stage after another is reached in the pro- 
ductive process, he lacks the means of 
measuring with accuracy these increments 
in value. Even when all stages in the manu- 
facturing process have been completed, 
the accountant hesitates to attempt to 
measure and record the benefit (income) 
which has resulted. This hesitation on the 
part of the accountant to undertake to 
record the income which the economist ex- 
plains has resulted, is due to the fact that 
from a social point of view it does not 
matter greatly where title to the income 
rests, whereas from an accounting point of 
view where the title rests is of primary im- 
portance. 

The accountant keeps records for one 
individual or enterprise. Income is pro- 
duced during the manufacturing process, 
but title to this income cannot be said to 
rest definitely in any individual or group 
until the goods manufactured have been 
sold. Possibly, the goods may never be 
sold, or perhaps changing market condi- 
tions may result in their sale at a loss. The 
income to society exists nevertheless, al- 
though the manufacturer has no claim to 
any income whatever. 

Although courts have been called upon 
frequently to interpret income, it is difh- 
cult to state whether they consider pri- 
marily the accountant’s or the economist’s 
explanation of income. It appears inevi- 
table, however, that when the courts ren- 
der decisions, instead of announcing dicta, 
they must be guided largely by the ac- 
countant. This is due to the fact that re- 
ports to courts relating to cases in bank- 
tuptcy, receivership, and the like, are pre- 
pared by accountants, not by economists. 
Thus it is necessary to consider income as a 
periodic increment because the accountant 
prepares his report on the basis of records 
closed periodically. 

It seems that the concept of corporate 
income does not offer anything essentially 
different from the income concept as it is 
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generally recognized among accountants. 
The corporation is a legal convenience, not 
a revolutionary plan of manufacturing, 
transporting, and selling. The legalistic 
nature of the corporation has little or noth- 
ing to do with the determination of income 
as this procedure is understood generally 
among accountants. 

Interest. The usual accounting definition 
of interest is that it is a charge made for 
the use of borrowed capital. Consequently, 
interest is income to the lender and ex- 
pense to the borrower. A business enter- 
prise usually calls interest a cost, although 
there is difference of opinion as to the exact 
nature of this cost. Apparently, most ac- 
countants treat it as a nonoperating ex- 
pense, including it with certain other items 
under the head of ‘other charges.” How- 
ever, the executive committee of the 
American Accounting Association pro- 
poses that interest actually earned, also 
debt discount and expense amortized, be 
included in the operating section of the 
income statement. Paton states that inter- 
est should be treated as a deduction from 
gross earnings in case of corporations, as 
well as in case of sole proprietorships. 

On the other hand, accountants gener- 
ally do not regard interest on capital in- 
vested in the business (not borrowed) as 
part of cost. 

However, where an accountant is com- 
puting cost for his employer as a pure en- 
terpriser, he may find it necessary to 
include interest as cost. Probably the only 
justification for this is to secure satisfac- 
tory statistical comparisons. Such interest 
allowance need not appear as an actual 
charge in the books; in fact, to so include 
it would be merely to enter in the books 
offsetting debits and credits. 

An exceptional case arises in case of ma- 
terials stored for a long period of time. 
Some authorities hold that this is justifica- 
tion for capitalizing interest as added cost. 
This appears doubtful. 
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Where it is desired definitely to show 
effects of variations in amount of capital 
employed, or of lengths of time during 
which capital is tied up, it is necessary to 
make allowance for interest; although it is 
doubtful whether this should take the form 
of formal entries on the double-entry rec- 
ords. 

In economics, interest is generally re- 
garded as a constituent element of profit. 
Rent is another such element. Sometimes, 
in economics, interest is treated as expense, 
as in accounting; but this is not the usual 
interpretation. The contrasting views are 
stated by Alfred Marshall as follows: 

“The payment made by a borrower for 
the use of a loan, for say, a year, is ex- 
pressed as the ratio which that payment 
bears to the loan, and is called interest. 
And this term is also used more broadly to 
represent the money equivalent of the 
whole income which is derived from capi- 
tal.”’ 

It appears that economists generally 
distinguish interest and profits. Clay says: 
“Profits are the share in the flow of wealth 
which goes to the owners of businesses, and 
are calculated by deducting expenses from 
the receipts of businesses; interest is the 
share that goes to the owners of capital.” 
Clay concludes: “Profits usually include 
interest, since the owners of businesses 
usually supply some, if not all, the capital 
used in them; they include however several 
other importent elements.” 

Cost. In economics, cost includes not 
only payments made by the business man 
to other persons, but also interest on his 
own capital and a reward for his own effort 
as manager. The reason given for including 
interest on invested capital as well as a 
reward for management is that if he did 
not operate his own business he could lend 
his capital and hire out his services to some 
employer. 

Accountant and economist agree that 
all forms of money outlay on operations 
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form part of cost. The economist also in- 
cludes in cost the profit necessary to induce 
business men to remain active (normal 
profit). This profit the accountant does not 
regard as part of cost. To the accountant 
cost is what must be paid to others and 
also certain allowances, such as those for 
bad debts and depreciation. To the econ- 
omist, cost is what must be paid to busi- 
ness men by consumers to secure goods in 
desired quantities. 

Rent. As regards rent, the term is used 
by accountant and economist in somewhat 
different ways, but with meanings which 
can be reconciled. To the accountant, rent 
is definitely a part of cost. To the econo- 
mist, rent has no effect on cost, being the 
differential resulting from the use of poorer 
land. Rent does not make costs higher, but 
it results because costs are higher on poorer 
land. It appears that whereas the account- 
ant conceives of rent as a part of cost, the 
economist regards it as a part of what the 
accountant terms net profit. These con- 
ceptions are not necessarily inconsistent. 

In accounting, rent is an expense which 
enters into cost of production. 

In economics, “rent” is employed in a 
sense which is apparently different from 
its use in accounting, but the apparent dif- 
ference can be explained. Thus ground 
rent is due to the differences in productiv- 
ity of land, which is inevitable because of 
the fair degree of uniformity of prices in a 
competitive market. In the classic expres- 
sion of Ricardo, “Corn is not high be- 
cause a rent is paid, but a rent is paid be- 
cause corn is high.” 

It appears, however, that rent as a whole 
enters into cost of production as a whole, 
and that prices as a whole would be lower 
if there were no rent. A particular rent does 
not affect prices of the product of the land 
for which such rent is paid, because it de- 
pends on that price. It is possible to gen- 
eralize, and to say that where private 
ownership exists rent depends on prices, 
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not prices on rents, and that rent is not an 
element of cost of production. 

The theoretical rent of the economist 
does determine to a large extent what rent 
is actually paid in the accounting sense. 
The farmer who rents poor land pays less 
rent than the farmer who pays rent for 
good land because of the factor of eco- 
nomic rent; hence the poor land renter may 
make as much profit as the rich land renter. 
Itmay be said, therefore, that economic rent 
isa most potent factor in determining what 
accounting rent actually happens to be. 

To summarize, the economist considers 
rent, wages, interest, and profits as income 
to society. 

The accountant considers only profits 
as income; to him, rent, wages and interest 
are costs of production. 

Wages and Salaries. The economist uses 
the word ‘‘wages” in a broad sense, and as 
a rule refers to it in the sense of income to 
the worker. Wages is here used to cover 
salaries of mental workers, as well as earn- 
ings of those who labor physically. Also, 
such earnings of workers are entirely dis- 
tinct from any interest or other income 
they may receive on invested capital be- 
longing to them. Whatever a proprietor 
receives in addition to what he could earn 
doing the same kind of work in some other 
business would be profits, not wages. 

There is nothing in the above concept of 
wages as income which is in discord with 
the accountant’s concept of wages as ex- 
pense, except as to payments to proprie- 
tors. The difference is merely the point of 
view—that of the economist being social; 
that of the accountant, individual. Usually, 
however, the accountant uses wages in a 
more restricted sense. The accountant re- 
gards the compensation to proprietors as 
part of profit. 

It may be said the economist’s concept 
of wages and the accountant’s concept of 
wages differ little, and what difference 
there is is readily explained. 
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Depreciation. Although economist and 
accountant may view depreciation from 
different points of view, they are essen- 
tially in agreement on this subject. Natu- 
rally, the accountant thinks of depreciation 
as related to the business enterprise, where- 
as the economist thinks of it as it is related 
to society. 

Both agree that depreciation is an op- 


erating cost. 


One economist (Taussig) says: 


If the manufacturer is to secure a permanent 


profit, he must reckon the annual amounts set 
aside that are necessary to replace the wearing 
machine as a part of his expense. 


Taussig says further: 


Capital is maintained intact; not in the sense 


that the same machinery or materials are main- 
tained indefinitely, but in the sense that, as they 
wear out, other machinery and materials are 
regularly produced to take their place. 


Speaking of ‘“‘use-value” and “‘scarcity- 


value,’”’ Commons says: 


Use-value diminishes by obsolescence and de- 


preciation whereas scarcity-value diminishes by 
abundance. Use-value probably refers to an as- 
set’s cost; scarcity value to market conditions. 


Use-value probably means the same as original 
cost less accrued depreciation. 


Commons says also: 


The turnover of fixed assets is equal to the 
rate of depreciation and obsolescence. 


Glaeser, in Public Utility Economics, says 
that depreciation shifts risk from owners 
to consumers, and concludes: 

1. Depreciation is a source of investment in- 
security against which systematic provision 
must be made. 

2. Such provision is a cost of operation. 

3. Depreciation must be charged as an operat- 
ing expense, not regarded as a reservation of 
surplus. 


Accountants generally recognize depre- 
ciation as an operating cost. Thus Leake 
speaks of it as a cost of seeking profits of an 
importance equal to that of other forms of 


expense. 
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Value. Value is defined by the economist 
as the ‘‘power of a good to command other 
goods in exchange.” Consequently, there 
can be no general rise or fall in values. 
Value changes are relative, a fall in value 
of one commodity being offset by the rise 
of value in other commodities. Value may 
be ascribed only to objects which have 
scarcity, which leads to the necessity of 
choosing between such objects. Value is 
expressed as an exchange ratio between ob- 
jects or utilities. Consequently, the defini- 
tion given by Fairchild, Furniss and Buck: 

The value of anything is the quantity of any 
other thing that would be given in exchange for 
the first thing. 

How shall production goods, which are 
not for exchange, be valued? Their value 
must be derived from the consumption 
goods which they produce. 

Obviously, the accountant cannot em- 
ploy the word value in such an abstract 
sense. He uses such expressions as “sales 
value,” ‘“‘going-concern value,” “sound 
value,” and “liquidation value.” Never- 
theless, with due allowance for what might 
be termed “local disturbance,” it is clear 
that the underlying economic concept of 
value is the controlling factor. 

To illustrate, assume that the “going- 
concern value” and the “liquidation value” 
for a given concern are $500,000 and $300,- 
000, respectively. Going-concern value of 
the plant is fixed indirectly by its future 
output of consumer’s goods. Liquidation 
value is also fixed by the plant’s estimated 
future output of consumer’s goods, but un- 
der altered conditions, which are likely to 
reduce greatly this output unless much ad- 
ditional money is expended to get the con- 
cern into satisfactory working order, 
“Sales value” and “sound value,” as ap- 
plied to plant will be found to have their 
root in the economist’s concept of value of 
consumer’s goods. 

What is the status of historical costs? 
Obviously, when the cost of plant is in- 


curred it is expected that it is no greater 
than its value as determined by its esti- 
mated future output of consumer’s goods. 
Moreover, the periodic depreciation allow- 
ance or charge is presumed to reduce the 
investment of such a rate that the amor- 
tized balance in the account is reasonably 
representative of the plant’s remaining 
value as conceived of by the economist. 

It may be said that the accountant em- 
ploys the economist’s basic theory by ap- 
plying it under a variety of circumstances, 
thus in one instance arriving at “sound 
value,” in another at “liquidation value,” 
and so on. 

Price. In economics, price is the ex- 
change value of a commodity expressed in 
terms of money. Thus, instead of express- 
ing the value of tin, kerosene, and rum in 
terms of one another they are expressed in 
terms of money. 

Although the accountant ordinarily pre- 
fixes an adjective such as “‘cost”’ or “‘sales,” 
he nevertheless, has in mind value as deter- 
mined by exchange. The prefixed adjec- 
tives merely distinguish the purpose in 
view in the particular transaction. 

The Treasury Department says that 
“Under ordinary circumstances and for 
normal goods in an inventory, ‘market’ 
means the current bid price prevailing at 
the date of the inventory for the particular 
merchandise in the volume in which usu- 
ally purchased by the taxpayers.’ The 
concept of price employed here is the same 
as that employed by the economist; i.e., an 
expression of value of goods in exchange. 

Selling price as used by accountants is in 
line with the economist’s interpretation 
viz., value in exchange. 

Expense. In economics the concept of ex- 
pense includes theoretical interest ; where- 
as the accounting concept of expense ex- 
cludes theoretical interest. The accountant 
regards as expense all costs actually in- 
curred in the production of revenue. Losses 
are not expenses. Expense is a disappeat- 
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ance of value for which, however, full com- 
pensation is expected; hence an expense is 
not a loss. Expenses represent asset values 
transferred or consumed in the process of 
what will result in income, in the course of 
time. 


In economics costs are subjective in 
character; however, these costs may be 
quantitatively measured in terms of ma- 
terials, labor, etc.; i.e., objectively. 


A. SALIERS 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


sented on May 16, 1941 as the second 
half of the C.P.A. examination pre- 
pared by the Board of Examiners of the 
American Institute of Accountants. The 
total weight allotted this section was 50 
points and was divided as follows: problem 
1, 20 points; problem 2, 16 points; problem 
3, 14 points. The examinees were allowed 
six hours to prepare their solutions. 
A suggested time schedule is given be- 
low: 


T= FOLLOWING problems were pre- 


Problem 1 60 minutes 
Problem 2 60 minutes 
Problem 3 60 minutes 


No. 1 


Prepare an estimate of the fair market 
value of the stock of the Hall Instrument 
Company. Submit full explanations and 
computations. 

The Hall Instrument Company was or- 
ganized January 1, 1936, to manufacture 
precision instruments and has been success- 
ful from the outset. The company has de- 
veloped a number of minor patents which 
do not appear on the books as assets. How- 
ever, there are no basic patents and no 
important secret processes. The record to 


(1) Condensed balance-sheet at December 31, 1940— 


Dr. 

Insurance on J. B. Hall................. 50 ,000 
Buildings and equipment (net).......... 60,000 

$235 ,000 


date appears to be due largely to good pro- 
duction management, lack of severe do- 
mestic competition, success in importing 
skilled labor, and effective selling effort. 
In 1940 competition was becoming more 
active and profits were somewhat curtailed 
asa result. J. B. Hall (president and general 
manager) died late in 1940, and his efforts 
will be seriously missed, with respect to 
selling as well as production. Notwith- 
standing these adverse factors the pros- 
pects of the enterprise for the next three 
or four years appear to be good. If control 
is purchased by the Bowen-Cross Co. it is 
expected that an aggressive and capable 
management will be in charge. In Decem- 
ber 31, 1940, unfilled orders are at the 
highest point in over two years. 

The Bowen-Cross Co. is considering the 
purchase as of December 31, 1940, of 4,000 
shares of the common stock of the Hall In- 
strument Company held by the estate of 
J. B. Hall. 

The following balance-sheet, summary 
of income and expenses, together with 
special other data relating to the operations 
and accounting of the Hall Instrument 
Company were compiled by a public ac- 
countant acting for the prospective buyer: 


Cr. 
Mortgage payable (6%)................. 45 ,000 
Capital stock (5,000 shares)............. 50,000 


(2) 
19. 
19. 
19 
19 
19 
| 
$235 ,000 
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(2) Income and earned surplus data— 

Expenses, Interest Net Accumulated 

Seles and Taxes Profit Surplus 

$ 60 ,000 $55,000 $ 5,000 $ 1,500* $ 3,500 
90 ,000 65 ,000 25 ,000 1,500* 27 ,000 
100,000 70,000 000 25,000 32,000 
118,000 ,000 38 ,000 25 ,000 45,000 
105,000 75,000 80 ,000** 25 ,000 100 ,000** 


* Preferred dividends. 
** Includes surplus from life insurance receivable. 


(3) At the date of organization the com- 


pany issued 250 shares of 6 per cent 
preferred stock, par $100 each. This 
stock was redeemed December 31, 
1938, at the redemption price of $105 
per share; the premium was charged 
to general expense. 

The company is the beneficiary of an 
insurance policy on the life of J. B. 


(9) 


The fair market value of the com- 
pany’s land, determined by com- 
petent realtors, exceeds the cost (and 
book value) by at least $20,000. 


In addition the following determinations 
and estimates are made with respect to the 
position and prospects of the Hall Instru- 
ment Company: 


Hall in the amount of $50,000. It is (10) The gross volume of business for the 
expected that the full amount will be next three or four years is expected to 
collected early in 1941, and the pres- average around $110,000. 

ent plan is to use a part of the pro- (11) Land and building facilities are ade- 
ceeds to pay off the balance of the quate but to maintain its position 
mortgage. The original amount bor- the company should spend around 
rowed (on January 1, 1936) was $25,000 in the near future for new 
$60,000, and 5 per cent of the princi- equipment. The investment in new 
pal of this mortgage has been paid equipment, if made, will increase de- 
each year. preciation charges about $5,000 an- 

(5) Organization costs, commissions, etc., nually. 
totaling $7,600 were written off atthe (12) Aside from points noted above, the 
end of 1938. These costs were all company’s operating expenses are ex- 
bona fide charges incurred in launch- pected to average $5,000 per year in 
ing the company. excess of their average of the past 
(6) Accrued depreciation on books totals three years. 

$15,000; to be wholly adequate, the (13) Federal income and excess-profits 
reserve should be increased by $10,- taxes are expected to average $7,500 
000. The facilities are of modern type per year in excess of the level of these 
and there is no marked divergence taxes of the past three years. 
between original costandreplacement (14) If Bowen-Cross Co. acquires control 


(8 


cost. 

Mr. Hall’s annual salary was only 
$5,000; a more reasonable figure for 
the type of service rendered is $12,000 
per year. 

The amount of the allowance for bad 
debts is satisfactory and the inven- 
tories are properly priced. 


it is espected to raise the money for 
the additional equipment required 
through the issue of capital stock. 
Working capital requirements for the 
future are assumed to be taken care 
of by existing resources, including the 
balance of cash from life insurance 
proceeds. The amount of current 
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liabilities on December 31, 1940, is a 
fair estimate of average liabilities for 
the future. 

(15) It is unsafe to assume that the rate of 
profits to be earned after the next 
four years (1941-1944) will exceed an 
ordinary rate of return on business 
investments of this general character. 
The directors of the Bowen-Cross Co. 
feel that the commitment should not 
be made unless a net return of at 
least 6 per cent on the investment, 


Current and working assets: 


Accounts and notes 
Less-Reserve for bad debts... 


Current liabilities: 


Preferred dividends payable (Jan. 15)................ 


Investments: 


Capital stock—State Credit Co...................... 


Five year mortgage 


Fixed assets: 


Less—Reserve for depreciation...................... 


Organization and development charges................. 
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with adequate protection for princi- 


COMPARATIVE BALANCE-SHEET 


pal, seems to be reasonably assured. ' 
No. 2 
From the following verified data prepare 
in appropriate form a statement of funds 
received and utilized during 1940 for in- 
clusion in the annual report to the share- 
holders of the State Stove Company. ‘ 
Submit work sheets and complete compu- I 
tations and analyses to support the state- 
ment. 
“ ] 
December 31 Changes 
1939 1940 Dr. Cr. 
$ 390,000 $ 280,000 $ $ 


527,000 220,000 
$1,110,000 $1,137,000 
33,000 45 


$1,077,000 $1,092,000 
1,185,000 1,452,000 | 
55,000 60,000 


$3,234,000 $3,104,000 | 


$ 530,000 $ 683,500 


$2,704,000 $2,420,500 283,500 


$ 100,000 $ 150,000 
55,500 


$ 100,000 $ 205,500 105 ,500 
300 ,000 300 ,000 


$ 100,000 $ 505,500 $ 405,500 


$ 556,000 $ 373,000 $ 183,000 
$2,935,000 $2,650,000 $ 285,000 
1,260,000 1,105,000 155,000 
$1,675,000 $1,545,000 $ 130,000 
$2,231,000 $1,918,000 $ 313,000 

304,000 280,000 24,000 
3,212,000 3,212,000 


$5,124,000 $ 405,500 $3,832,500 


304 
$ 234,000 306,000 
45,000 40, 500 
101,000 112,000 
150,000 225,000 


Net book worth represented by: 
Six per cent preferred 


Deduct—Provision for Federal income taxes........... 


OTHER DATA 


On January 1, 1940, the company sold 
its Norwalk properties for $519,000, re- 
ceiving $219,000 cash and 300,000 five- 
year mortgage notes. The cost of the prop- 
erty was $585,000 with accrued deprecia- 
tion to date of sale of $280,000. 

During the first half of 1940 a new plant 
was built on the company’s land at a cost 
of $300,000 for buildings and equipment. 
It went into service on July 1st. There were 
no other additions or retirements in 1940. 

Depreciation was provided at the rate of 
5 per cent per annum on buildings and 
equipment in use, amounting to $125,000. 

On February 29th, 3,000 shares preferred 
stock were retired at $110 per share plus 
accrued dividends of $3,000. Preferred div- 
idends were declared for each quarter and 
amounted to $162,000. 

On July 1, 1940, a 10 per cent stock div- 
idend was paid to the common share- 
holders, and 1,000 common shares were 
issued for cash at par. Cash dividends of 
$8.00 per share were paid on June 30th and 
December 31st in the total amount of 
$638,000. 

On December 31, 1940, the common 
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Net operating 
Add—Interest and dividend income................... 


Deduct—Loss on sale of securities.................... 


$3,000,000 $2,700,000 $ 300,000 
3,750,000 1,013,000 2,737,000 
$6,750,000 $3,713,000 $3,037,000 
"301,000 1,411,000 390,000 
$8,551,000 $5,124,000 $3,427 000 


$3,832,500 $3,832,500 


InNcoME STATEMENT—1940 


stock was changed from $100 par to no-par 
value shares, with a stated value of 
$1,013,000, and against the capital surplus 
so created there was charged goodwill of 
$3,212,000. 

The solution to this problem will be 
graded with special regard to form. 


No. 3 


Prepare a comprehensive work sheet 
showing in columnar form the partner- 
ship’s assets and liabilities after all transac- 
tions have been completed. Assume that 
all transactions are carried through as of 
January 1, 1941. 

On December 31, 1940, the general 
ledger balances of the Sioux City Printing 
Company stand as follows: 


Dr. 

Sioux City Bank............ 10,000 
Accounts receivable......... 15,500 
Buildings—Cost............. 40 ,000 
Equipment—Cost........... 60 ,000 
10,000 

$186 ,000 
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Pack, C. D. Pack, and E. F. Pack, equal 


Accounts payable........... $ 11,000 partners. 

Notes payable.............. 20 ,000 The reorganization will proceed as fol- 

Mortgage payable........... 25,000 lows: 

a 25,000 (1) Bad debts are written off in the 

rn 50 ,000 amount of $4,000 and in addition 

Surplus 25 ,000 $1,000 is provided as a reserve against 

Buildings—Reserve for depre- doubtful accounts. 
ee eee 5,000 (2) The land is taken over at the estimated 

Equipment—Reserve for de- fair market value of $22,000. 
preciation 25 , 000 (3) The corporation borrows $4,000 in 

$186,000 cash from each member of the firm for 


30 days, giving the company’s note in 
each case at 6 per cent. 
The common stock of the company (4) The corporation redeems the preferred 


(1,000 shares, stated and paid-in value per stock holdings of Phillips, Pickens, 

share $50) is owned by A. B. Pack and and Greenberg at the call price of $110 

C. D. Pack (500 shares each). The pre- per share. | 
ferred stock (250 shares, par $100) is (5) A.B. Pack and C. D. Pack assign their | 
owned as follows: E. F. Pack, 100 shares; stock holdings to the firm; E. F. Pack 

R. A. Phillips, 100 shares; S. T. Pickens, transfers his holding of preferred stock 

25 shares; R. Greenberg, 25 shares. This and the mortgage on corporate real 
stock is a $6.00 cumulative issue, and estate to the firm. The firm places a 
dividends have been declared and paid in value of $11,000 on the preferrred 

full. The mortgage carries a rate of 5 per shares and $72,000 on the common 

cent and is held by E. F. Pack. Interest has shares. 

been paid in full to date. The company (6) The firm buys all the assets and busi- 
notes represent a seasonal borrowing at ness of the corporation at the adjusted 

Sioux City Bank, made December 31, 1939. book values. 

Influenced particularly by the high (7) The firm pays by assuming all corpo- 
level of corporate taxes the directors of the rate obligations as shown by the com- 
company have for some time been giving pany’s books and by delivering the 
consideration to the possibility of dissolv- outstanding stock certificates, the 
ing the corporation and continuing in mortgage, and the partners’ notes. 
business as a partnership. As of January 1, (8) The partners’ notes are canceled, their 
1941, this plan is carried into effect and a amounts being treated as contributed 
partnership is formed under the same name firm capital. 


as that of the present company by A. B. (9) The corporation is dissolved. 


Solution to Problem 1 


Statement Showing Estimated 
Annual Net Income 1941 to 1944 Inclusive 
Estimated expenses: 


1939 


Cr. | 
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Premium paid on preferred stock retirement in 1938.............. $1,250.00 
Organization cost written off in ee 7,600.00 18,030.00 
$206 ,970.00 
Add: 
Additional depreciation charge for three years................... $6,000.00 
Additional executive salary for three years...................-.. 21,000.00 27,000.00 
Total adjusted expenses for three $233 ,970.00 
Estimated annual net income (1941 to 1944 $14,510.00 
Book Value of the Hall Instrument Company Capital Stock 
(after adjustment of land value and depreciation reserve) 
Adjustments: 
Excess of fair market value of land over book value..............---...0000005 20 ,000 .00 
$160,000.00 
Computation of Estimated 
Annual (1941 to 1944 inclusive) Earnings in 
Excess of 6% on Invested Capital 
Less: 6% of adjusted book value (6% of $9,600.00 
6% on new capital (6% of $25,000.00)... 1,500.00 11,100.00 
Estimated annual earnings in excess of 6% on invested capital... $ 3,410.00 


Since it is believed that after four years the net income will not exceed more than an ordinary return (6%) on 
the investment the estimated additional profits are too small to have any great influence on the value of the stock. 
The fair market value may be said to range from $32.00 per share (the adjusted book value) to $34.00 per share. 

If a more exact calculation is desired the present value of 4 payments of $3,410.00 computed on a 6% basis may 
be added to the book value of $160,000.00: 


Present value of 4 payments of $3,410.00: 
1 
= 
(1.06)4 

X=3410 


On this basis the value would be $34.36 per share ($171,816.01 + 5,000). 
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State Stove Company 


Statement of A pplication of Funds 
Solution to Problem 2. December 31, 1939 to December 31, 1940 
Funds provided by: 


Net income from operations: 


Less profit on sale of Norwalk plant, shown below..................20065 31,000.00 
$787 ,000.00 
Add charges to income not requiring the expenditure of funds: 
Amortization of organization and development charges. . . . 24,000.00 
Loss on sale of marketable securities.................... 86,000.00 235,000.00 $1,022,000.0 
Sale of Norwalk plant: 
Sale of common stock (1000 shares at $100 per share)... 100 ,000.00 
Working capital: 
Decrease in working capital (See schedule).................0..eeeeeeeees $283 , 500.00 
Less loss on sale of marketable .00 197 , 500.00 
Funds applied to: 
Retirement of preferred stock: 
Payment of dividends: 
Investments: 
Comment: Minor losses during the year of marketable securities, if unadjusted, 


of working capital on hand at the begin- 
ning of the year are ordinarily not segre- 


gated; here, however, the loss on the sale well as working capital. 


State Stove Company 


would cause a major distortion in the 
sources of funds derived from income as 


Schedule of Working Capital 
December 31, 1939-December 31, 1940 
December 31 December 31 
Current and working assets 1939 1940 Increase Decrease 
Marketable 527 ,000.00 220,000.00 307 ,000.00 
Accounts 1,077,000.00 1,092,000.00 15,000.00 
1,185,000.00 1,452,000.00 267,000.00 


$3, 234,000.00 $3, 104,000.00 
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Current liabilities 
Preferred dividends payable................. 45,000.00 40,500.00 4,500.00 
Provision for income taxes.................. 150,000.00 225,000.00 75,000.00 
$ 530,000.00 $ 683,500.00 
$575,000.00 $575,000.00 
Analysis of changes in property accounts Buildings and 
Land Equipment 
$373,000.00 $2,350,000.00 
Analysis of changes in reserve for depreciation 
$ 980,000.00 
$1,105 ,000.00 
Computation of profit on sale of Norwalk property SSS 
Selling price: 
Analysis of changes in earned surplus 
Less: Premium on redemption of preferred stock................0ceeeeeeeeeee $ 30,000.00 
Dividends on preferred stock redeemed... 3,000.00 
$ 593,000.00 
Analysis of changes in capital stock accounts 
Preferred Common 
Reduction in stated value of common stock credited to capital surplus.................+0ee0e05 * 3,212,000.00 
$2,700,000.00 $1,013,000.00 


* Deduct 
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Solution to Problem 3 
Sioux City Printing Company Work Sheet 
January 1, 1941 


Trial Balance 
Trial Balance _ Adjustments January 1, 1941 
December 31, 1940 Debit Credit (after adjustments) 
500.00 $ $ $ 500.00 $ 
Sioux City Bank Seer (3) 12,000.00 (4) 16,500.00 5,500.00 
Accounts receivable . Ee nt 15,500.00 (1) 4,000.00 11,500.00 
Land..... 20,000.00 (2) 2,000.00 22,000.00 
Buildings. ...... 40,000.00 40,000.00 
will. 10,000.00 (6) 2,500.00 12,500.00 
Accounts payable 11,000.00 11,000.00 
Notes payable.............. 20,000.00 20,000.00 
Mortgage payable. ... 25,000.00 (7) 25,000.00 
(7) 10,000.00 
50,000.00 (8) 50,000.00 
(4) 1,500.00 
(7) 1,000.00 
(8) 17,500.00 
Reserve for depreciation—buildings. . 5,000.00 5,000.00 
Reserve for depreciation—equipment . 25,000.00 25,000.00 
$186,000.00 $186,000.00 
Reserve for doubtful accounts....... $ $ $ (1) $ 1,000.00 $ $ 1,000.00 
(10) 2,000.00 
Reserve for revaluation of land...... (8) 2,000.00 (2) 2,000.00 2,000.00 
(10) 2,500.00 
Reserve for of (8) 2,500.00 (6) 2,500.00 2,500.00 
Notes payable: A. B. Pack.......... (9) 4,000.00 (3) 4,000.00 
C. D. Pack.. (9) 4,000.00 (3) 4,000.00 
E. F. Pack. . (9) 4,000.00 (3) 4,000.00 
Sioux Cc ompany—Pre- 
ferred stock (5) 11,000.00 (7) 11,000.00 
Sioux City Printing Company—Com- 
Printing Cc ‘ompany—Mort- 
(5) 25,000.00 (7) 25,000.00 
A. Be Pack—Capitai (10) 1,500.00 (5) 36,000.00 38,500.00 
(9) 4,000.00 
(10) 1,500.00 (5) 36,000.00 38,500.00 
(9) 4,000.00 
E. F. Pack—Capital. ............+ (10) 1,500.00 (5) 36,000.00 38,500.00 
(9) 4,000.00 
$270,500.00 $270,500.00 $182,000.00 $182,000.00 


(1) To write off accounts receivable of $4,000 ely set up a reserve of $1,000.00. 
(2) To write up the value of the land to $22,000. 

(3) To record loans from stockholders. 

(4) To record preferred stock redeemed. 

(5) To record contributions to firm capital. 

(6) To record write-up of goodwill: 


(7) To record preferred stock and mortgage turned over to the corporation. 
(8) To record common stock turned over to the corporation, 
(9) To retire the corporation’s notes held by partners. 
(10) To set-up on the partnership books the reserves for revaluation of land and goodwill; these rese:ves appear to be necessary because 
there has been no substantial change in relative beneficial interests. 
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Internal Auditing. Victor Z. Brink. (New York: The 
Ronald Press, 1941. Pp. vi, 549. $4.50.) 


The subject of internal auditing is one of increasing 
importance to public and private accountants as well 
as to industrial concerns. From the point of view of the 
public accountant, he is called upon to assume a steadily 
greater degree of responsibility. This is in part due to 
legislative action, in part to developments within the 
profession which has refined and elaborated auditing 
technique to cope with the increasing complexity of 
modern commerce and industry. Under these conditions 
internal auditing provides a meeting ground mutually 
satisfactory to the auditor and client. To the extent that 
internal auditing procedure has been developed, the 
work of the auditor is made easier and the cost of the 
audit may be correspondingly reduced. In addition, 
there is no doubt that internal audit procedure has be- 
come a tool for managerial control. 

The book is divided into three parts: Part I covers 
the nature of internal auditing and its related problem 
of internal check. In Part II, the elements of the in- 
ternal audit program are discussed. Due consideration 
is given to detailed procedures for cash, receivables, in- 
vestments, inventories, etc. The section concludes with 
a chapter on working papers, findings, and reports. 
Part III is devoted to cost considerations and an 
evaluation of internal audit services. 

Such, in brief, is the scope of the book. There can be 
no doubt that this job needed to be done and that it 
has been well handled. No doubt the subject matter falls 
into the group best described as controversial. What the 
author has done has been to codify the subject and bring 
it into the open where it may be subjected to further 
discussion based on informed opinion. 

The author has carefully defined the term internal 
auditing; in fact, he has done so in three places (pp. 3, 19 
and 38). This has been done to secure a sound definition 
after the nature of internal audit services has been care- 
fully reviewed. In the same careful way the term “in- 
ternal check” has been defined (p. 73); it does seem to 
this reviewer, though, that the basic objectives of in- 
ternal check could have been framed in more forceful 
language in order to bring out its essential nature. 
Basically “internal check” refers to a methodology as 
much as it does to a philosophy. It consists essentially 
of a division of office labor for the purpose of minimizing 
fraud. As such it rests on the principle of checks and 
balances which forms thekeystone of our Federal govern- 
mental structure. The nature and degree of emphasis 
required is of course a matter of opinion. It is simply 
that this reviewer feels the need for strong and forth- 
right language when dealing with a subject such as 
internal check. To be sure, the author clarifies his posi- 
tion by stating that the problem of fraud is only inci- 
dental and is automatically included in the problem of 
internal efficiency and protection from external forces 
(pp. 122-3). 

The entire working section of the book is in reality 
a modern treatment of auditing procedure and verifica- 
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tion from the point of view of the internal auditor. What 
is of chief interest, however, is the section evaluating the 
internal audit program. On the one hand the large con- 
cern may find direct benefits in the form of substantially 
reduced auditing fees, and on the other hand certain 
more remote and perhaps intangible benefits in the form 
of increased information and control over its affairs. 
Whether these latter can be measured through their 
effect on the Profit and Loss account is perhaps prob- 
lematica]. It may be that large organizations no longer 
have any choice in the matter; they must pay the 
penalty of large size by incurring the expense of an 
internal audit staff. That the really modern concerns 
do so with good grace is itself evidence of their realiza- 
tion that if they cannot buck the tide they must side 
with it. There is here a sort of unhappy triangle: Be- 
cause of its size the corporation must delegate authority 
and thus may become the victim of fraud and collusion. 
Secondly, it must devise procedures for obtaining in- 
formation for purposes of executive control. There is a 
third problem. Protection of stockholders from an un- 
scrupulous management has become important. vents 
in recent years have made that all too plain. It is the 
author’s considered opinion that greater initiative by 
the board of directors might help. They might appoint 
an outside auditor responsible directly to the board, or 
might even appoint a controller similarly responsible. 
In this way an independent controller becomes a check 
to management as well as a direct aid to it (p. 503). 

The problem has been stated. No doubt much debate 
will be required before a final solution is found, if it ever 
is found. 

THEODORE LANG 
New York University 


Operating Results of Depariment and Specialty Stores in 
1940. Malcolm P. McNair. (Boston: Harvard Bureau 
of Business Research, Volume XXVIII, Number 1, 
1941. Pp. vi, 40. $2.50.) 


The twenty-first of the reports of the Harvard 
Bureau of Business Research on department store per- 
formance follows the general pattern of its predecessors. 
The monograph “summarizes briefly the typical figures 
of operating results for the period 1929 to date and pro- 
vides in addition detailed figures for the groups of de- 
partment stores and seven groups of specialty stores 
covering the period. The present-day operating advan- 
tages and disadvantages associated with small and 
large volume are discussed; expenses are broken down 
by natural and functional categories; and control fig- 
ures such as markdowns and stockturn are included.” 

The data show that 1940 was an unusually successful 
year with net business profits of slightly less than 5% 
of sales for department stores and approximately 3.5% 
for specialty stores. Both types of stores had sales in- 
creases over 1939 which ranged from 2.5% to 7.0% for 
various groups of stores. 

Most of the monograph is devoted to operating sta- 
tistics which may be used for purposes of control by the 
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executives of individual stores. Accountants, in particu- 
lar, will be interested in the newer type of control sta- 
tistics which supplement stock-turn, stock sales ratios, 
and margin standards. These statistics are concerned 
with transactions per employee, size of transactions, and 
total expense per transaction. They afford better stand- 
ards for certain types of expenses than previously avail- 
able and also may suggest to the merchandising division 
new possibilities for increasing sales and better utiliza- 
tion of the sales force. 

Section I, “Summary of 1940 and Current Trends,” 
is of general interest. Professor McNair finds little 
change in gross margin between 1939 and 1940, but in- 
creased profits have been secured by a decline in the 
expense rate. The general explanation is the increase in 
sales which enabled the store operators to spread their 
overhead over a larger base. Tribute, however, is paid 
to the skill of store managers. Keeping expenses down 
is not easy, even with increased sales. “On the con- 
trary,” states Professor McNair, “it requires unremit- 
ting vigilance on the part of management to hold down 
those costs of doing business which otherwise tend to go 
up hand in hand with increasing sales activity. There is 
good evidence to show that management exercised such 
vigilance in 1940.”’ There is no doubt that this vigilance 
played an important part, but the reviewer has found 
that an increase in sales volume that is caused by im- 
provement in general business conditions is commonly 
accompanied by a decrease in mark-downs and an in- 
crease in gross margin. There is usually a lag in the 
upward trend in dollar expense. This will cause a per- 
centage decline in expense without any outstanding 
skill on the part of the store manager. 

The fact that the improved earnings of specialty 
stores fail to match the department store showing also 
receives attention. The principal cause of this condition 
is found in the failure of specialty stores to receive the 
increase in sales volume which department stores se- 
cured. This failure may be attributed in part to the 
competitive conditions in the specialty store field and, 
in part, as may be shown from statistics not found in 
the monograph, from the fact that the largest increases 
in sales by department stores were secured in the so- 
called “hard lines” which are not carried by specialty 
stores. 

In spite of their good showing in 1940, department 
stores do not have an unclouded future. According to 
Professor McNair’s calculations the index for “real” 
sales of department stores is not keeping pace with in- 
dex of production. The conclusion which may be 
reached from this statement is that, although depart- 
ment stores may prosper during the present period of 
increasing sales, reversal of the sales trend will probably 
be more severe upon the profitableness of department 
stores than upon competing types of retailer. Other 
trends commented upon by the author will also intrigue 
those who are following the trends in retailing and are 
interested in authoritative speculation in regard to their 
future. 

E. H. Gavutt 


University of Michigan 


Expenses and Profits of Limited Price Variety Chains in 
1940. Elizabeth A. Burnham. (Boston: Harvard 
Bureau of Business Research, Volume XXVIII, 
Number 2, 1941. Pp. vi, 34. $1.00.) 


The monograph of the Harvard Bureau of Business 
Research on the variety chain stores in 1940 indicates 
another very successful year for this type of retailer. 
Average net gain before income tax was 6.91 per cent 
of net sales and 14.10 per cent of net worth. Net sales 
were considerably larger than sales in 1939 and total 
expense at 31.77 per cent was the lowest in several 
years. 

By far the most important part of the monograph is 
the statistical data which verifies many accepted facts 
in store management. For instance, a normal increase 
in volume of sales usually results in lower operating ex- 
pense. Likewise the most profitable firms have relatively 
low total expense as a percentage of sales, and a rela- 
tively large sales volume per store results in a larger 
profit than a small volume of sales. 

Considerable attention is given to the high tenancy 
expense incurred in large cities. This situation is not 
new, but, to the reviewer, appears to be of increasing 
importance. Although a year-to-year increase in sales 
may prevent any increase in percentage of expense the 
limit to any percentage decline is reached when em- 
ployees are working at full capacity and expansion of 
physical facilities are necessary. Should sales volume 
decline the high tenancy cost of central locations may 
cause a shift of emphasis from downtown to secondary 
shopping districts which, in the past few years, have 
been increasing in importance in the larger cities. 

Probably the tables in the monograph with the most 
widespread interest are those tabulating the productiv- 
ity of employees. These show sales per employee hour 
and sales per week per employee for various weeks 
throughout the year. As tabulated, wide variations in 
productivity are found both among stores and among 
various weeks. These facts challenge the store manager 
who is seeking greater productivity among his em- 
ployees, and they explain to all one of the most im- 
portant expenses in retailing. The observation that 
“Although high employee productivity may not neces- 
sarily indicate good management it may be one of the 
results of good management” neatly discriminates be- 
tween cause and effect. 

Miss Burnham has made excellent use of her statis- 
tical data and her style makes the discussion unusually 
interesting. She has introduced pertinent material from 
other sources such as the Federal Trade Commission 
and thus has enhanced the value of her interpretation 
of the operation of variety chains in 1940. 


E. H. GAuLt 
University of Michigan 


Exchange Control in Central Europe. Howard S. Ellis. 
(Cambridge: Harvard University Press, 1941. Pp. 
xiv, 413. $4.00.) 

The period between World War I and II witnessed 
the evolution of exchange control from a ““malum neces- 
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sarium,” a device to be abolished as soon as possible, 
to a powerful and permanent instrument used by the 
state to control every contact of its subjects with the 
outside world and to achieve desired economic, social 
and political objectives at home and abroad. An off- 
spring and complementary measure of exchange control 
are clearing and compensation agreements which in the 
belief of German official economists will replace in 
postwar foreign trade the traditional system of “free” 
international payments. Economists, statesmen, bank- 
ers and others who ponder the future of international 
trade and finance will greatly benefit from a perusal of 
the exhaustive factual information expertly gathered 
and lucidly presented by Professor Ellis in his book. 

The volume is divided into five chapters followed by 
50 pages of statistical tables. The chapters are headed: 
The Nature of Exchange Control; Austrian Exchange 
Control: an Example of Successful Termination; Hun- 
gary’s Struggle with Agricultural Depression and In- 
debtedness; German Exchange Control, 1931-1939: 
from an Emergency Measure to a Totalitarian Institu- 
tion; The Past and Future of Exchange Control. 

In the introductory chapter the author classifies ex- 
change control measures into five main types, from the 
mild form applied by Great Britain and the United 
States, in connection with the depreciation of the pound 
sterling in 1931 and of the dollar in 1933, respectively, 
to the extreme type employed by Germany, which “in 
conjunction with the weapon of bilateral clearings 
(leads) to arbitrary deflections of exports and imports 
from one country to another as a method of political 
intimidation or bribery.”’ When a country is confronted 
with a flight of capital “a panicky effort to get rid of 
values in terms of domestic money in exchange for 
values in a foreign currency” it may resort either to a 
“moratorium, currency depreciation, deflation, or finally 
(to) locking the wicket for the discernible future by ex- 
change control.’’ While deflation—the orthodox remedy 
—is the antithesis of exchange control, moratorium and 
currency depreciation unless accompanied by exchange 
control will not stop a flight of capital. A moratorium 
would prevent withdrawals of capital by foreigners but 
not the domestic demand for gold and foreign exchange. 
A transfer moratorium can be enforced only through 
exchange control and no group of foreign creditors 
would enter into a standstill agreement unless the state 
has given assurance that all devisen transactions will be 
scrutinized with a view of preventing a flight of domestic 
capital. 

Unconcealed currency depreciation or devaluation 
had to be avoided in inflation-conscious countries be- 
cause of the “popular identification’ of such measures 
with inflation, while deflation would have been “too 
slow to be effective in a crisis; and furthermore, it would 
have entailed social costs of increased unemployment 
and further contraction and liquidation.” 

The author treats first the Austrian experience with 
exchange control since Austria was the first country to 
institute exchange control because of the financial crisis 
caused by the collapse of the Credit Anstalt in May 
1931, as well as the first country to terminate it, except 
for the “unavoidable clearings and the embargo on capi- 


313 


tal export,” and the only nation to permit resumption 
of full current external debt service and redemption of 
all defaulted coupons. “The dramatic quality of the 
Austrian experience arises rather from the intricate but 
finally successful process of abandoning exchange con- 
trol, except for an irreducible minimum, rather than 
from striking evidence of its economic accompaniments. 
The tardy introduction of control, the multifarious eva- 
sions, and the relatively short duration in anything ap- 
proaching complete monopoly prevented any very 
marked effects upon domestic production.” 

Foreign exchange control was no novel experience 
to the Austrian people; an elaborate system was in oper- 
ation for several years in the 1920’s. The monetary 
authorities remembered well the futility of the attempts 
of the costly apparatus of the Devisen zentrale to pre- 
vent evasions. They knew that the more rigid the regu- 
lations and the more strict the enforcement, the more 
difficult is the return to a system of free exchanges. 
There was no delusion about Austria’s ability to achieve 
self-sufficiency; the economic well-being of the country 
was considered to be assured only in a world of free 
international trade, based on an international division 
of labor and on reciprocal economic advantages, and of 
free movement of capital. Hence there was no intention 
on the part of the Austrian authorities to develop a per- 
manent system of control. 

The Hungarian exchange control system occupies a 
midway position between the Austrian and German ex- 
periments. “If exchange control had been regarded as a 
temporary device to secure the opportunity for interna- 
tional adjustment, Hungary could have devalued in 
1934. . . or secure relative deflation. Neither alterna- 
tive was taken, and despite the simplification of ex- 
change control, the refunding of foreign debts and the 
resumption of devisen payments on the debt service, the 
growth of autarkie sentiment prevented the final steps 
in the process . . . before the economic setback in 1938 
and the ominous rumblings of approaching war.” 

Hungary was the first country to demonstrate how 2. 
debtor nation can exploit its position to repatriate about 
one-half of its external debt at bankrupt prices and at 
the same time make the creditor countries aid the debtor 
in maintaining or even increasing exports and employ- 
ment in the face of a severe world-wide depression. Un- 
like Austria, however, Hungary resumed transfer of 
interest payments on non-governmental long-term ob- 
ligations at the rate of only 12% per annum on bonds 
having a contractual interest over 44% for a period of 
three years ended July 31, 1940. (This offer was ex- 
tended for a further transitory period dependent upon 
the ability to provide exchange in view of the practically 
complete cessation of exports to exchange-free coun- 
tries.) 

For the completeness of the record it should have 
been mentioned that the United States monetary au- 
thorities followed with great anxiety the spread of the 
financial crisis in 1931 and that the Federal Reserve 
Bank of New York on behalf of all the Federal Reserve 
Banks participated with European central banks and 
the Bank for International Settlements in the various 
credits made available to the banks of issue of Aus- 
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tria, Hungary, Germany and Great Britain. In the 
£50,000,000 credit granted the Bank of England on 
August 1, 1931, the Federal Reserve Banks shared 
equally with the Bank of France. In the credits extended 
to the National Bank of Hungary in June and July 1931 
aggregating $21,000,000, the Federal Reserve Banks 
participated with $5,000,000, the balance of which in 
the amount of $1,830,000 was repaid only in 1940. 

Over one-third of the book, exclusive of the statistical 
tables, is devoted to exchange control in Germany where 
this device has been elevated to a science. Here exchange 
control was developed from an emergency measure to 
“a powerful instrument in the hands of the regime, both 
in the domestic economy and in international political 
and economic relations. . .. Capital movements could 
be regulated to suit the current exigencies, and the char- 
acter of exports and imports could be prescribed in 
detail to serve the ends of the state. The dispensation 
of authority regarding supplies of essential raw materials 
presented itself as a convenient channel for rendering 
producers tractable in all matters. Finally, the weapon 
of clearing and compensation could be turned against 
Germany’s uncooperative neighbors and in favor of her 
allies.” Furthermore the “blocked accounts” branch of 
the control enabled the government to despoil legally 
foreigners and emigrating citizens of the greater part 
of their assets in Germany. 

As to the effect of exchange control on international 
trade the author states: “The non-economic character of 
international trade under German exchange control ap- 
pears in its volume, direction, and composition.” There 
seems to be “‘no ground for supposing that the relatively 
high level of German terms had itself any discoverable 
tendency to increase the relative import and export 
position of Germany in world trade or, by the same 
token, the total gain of her foreign trade.” 

The apologists for the clearing system of interna- 
tional trade and those who on economic grounds are 
inclined to believe that clearing agreements will prevail 
in the future will do well to acquaint themselves with 
the conclusive evidence and deductions offered in this 
book. 

Srpa HELLER 

New York University 


The Business Corporation. Edward S. Mead, David B. 
Jeremiah, and William E. Warrington. (New York: 
D. Appleton-Century Company, 1941. Pp. xx, 680. 
$4.00.) 


This volume is, in effect, a revision of an earlier work, 
Corporation Finance, by Edward S. Mead, the sixth edi- 
tion of which was published in 1931 by D. Appleton and 
Company. A review of that book was given in the 
March, 1931 issue of the ACCOUNTING REVIEW. 

In some instances chapters from the older book have 
been reproduced almost in their entirety but in general 
the revision has been very thoroughgoing. Not only 
have the tables and charts been brought up to date but 
more recent illustrations have been added or substituted 
for outdated ones. The coverage of new laws affecting 
corporate financing is particularly good. For example: 
the Trust Indenture Act of 1939, The Security and Ex- 
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change Acts, The Holding Company Act of 1935, and 
the recent amendments to the National Bankruptcy Act 
are all carefully presented and analyzed. 

The scope of the text can best be indicated by quot- 
ing the closing paragraph of the introduction. (p. 10) 

“Tt is the purpose of this book to describe the de- 
velopment of business enterprises from their small be- 
ginnings to their mature size and final decay; to show 
how they are started, how their initial capital is pro- 
vided, upon what financial plan their capital structure 
may be raised, and the principles applied in determining 
the type of financial structure; to show how corporate 
securities are marketed, to explain the outstanding in- 
ternal financial problems of corporate management; to 
develop the commonly used methods of financing cor- 
porate growth or expansion; the objective sought, as 
well as the methods used in consolidation and combina- 
tion; and finally to present a detailed description of 
financial readjustment, reorganization, and liquidation 
of business corporations.”’ The authors have, in general, 
accomplished in a clear and logical fashion the objec- 
tives set forth above. The problem of reorganization, so 
difficult for the laymen to grasp, is particularly well 
done. 

Accountants may quarrel with such statements as: 
“Corporations may derive profits from three additional 
sources: first, the sale of stocks and/or bonds at a 
premium; second, the sale of corporate assets at prices 
in excess of the figure at which these assets are carried 
on the books of the corporation; and third, upward re- 
valuation of company assets.”’ (p. 323) Concerning the 
second item there is not much cause for argument al- 
though it should be noted that the apparent profit might 
well be the result of improper depreciation policies. With 
respect to the other two, however, much has been writ- 
ten about the propriety of considering such items as 
corporate profit. In connection with the authors’ treat- 
ment of depreciation, while it is natural that the subject 
should be approached from the financial side, it is rather 
unfortunate that the implication arises that depreciation 
accounting is fundamentally a reservation of profits. 
(Chap. 27, particularly p. 368) Once again accountants 
suffer from their own misuse of the word reserve. 

In all respects this book is a worthy successor to 
Corporation Finance which as noted above went through 
six revisions from its first publication in 1910. The pub- 
lishers, also, should be complimented on the excellent 
typography and pleasing format of the volume. 

Henry A. KRIEBEL 

Lehigh University 


Applied Business Finance, Fifth Edition. Edmond E. 
Lincoln. (New York: McGraw-Hill Book Company, 
1941. Pp. xxxv, 948. $4.50.) 


The previous revision of this book was published in 
1929 and a great many changes have occurred in the 
corporate picture since that time. In this revision the 
wealth of statistical material which the book contains 
has been brought up to date and considerably aug- 
mented. Many parts of the book have been rewritten 
but the organization of the text and the basic principles 
of the author have remained unchanged. In this connec- 


| 
7 
| 
i 


tion it is interesting to note that the author at times 
refers to prophesies made in earlier editions which later 
events have borne out. 

As the title is apparently intended to show, this vol- 
ume covers a much broader field than the conventional 
text in corporation finance. With respect to the scope of 
the book the author states, “It has been traditional for 
textbook writers to discuss corporation finance in its 
broader aspects, rather than business finance as it ap- 
plies to the normal problems of the average business 
establishment.” (p. 29) It is with the latter that he is 
particularly interested. Because of this broader view of 
the problem the book constitutes a survey rather than 
an intensive discussion of particular phases. 

After several introductory chapters the various forms 
of business enterprise are taken up, followed by a dis- 
cussion of capital structure including a description of 
the different types of securities. The amount of impor- 
tance attached to this part of the work is indicated by 
the following: “Inasmuch as most large industrial con- 
cerns are incorporated, . . . , it is necessary at this point 
to give brief attention to the securities of different types 
ordinarily used for permanent corporate financing.” (p. 
95) The marketing of securities is next to be presented, 
followed by several chapters on the interpretation of 
financial statements. A large part of the book is de- 
voted to the financial aspects of business operation: 
purchasing, production, selling, and credit management. 
There are three chapters on commercial banking and 
money markets in their relation to business. This part 
seems unduly extensive, involving such items as con- 
sumption loans, their operation and justification. Reor- 
ganization and liquidation are treated very briefly in a 
single chapter. 

There is a good chapter on the effects of size on effi- 
ciency. Of particular interest are the tables compiled in 
an effort to arrive at the optimum size for various types 
of industry. The book closes with a discussion of the 
incidence of governmental tax policies and regulation 
on private enterprise. The author’s attitude in the mat- 
ter is well summed up by the following: “We heard no 
discussion of the artificial and far-fetched notion that 
there was a fundamental conflict of interest between 
‘human rights’ and ‘property rights.’ It seemed gen- 
erally understood then, ..., that property rights are 
the quintessence of human rights, without which the in- 
dividual becomes at worst little better than a beast, and 
at best merely slaves of an all-powerful state.” (p. 792) 

The appendix in this edition has been materially en- 
larged by the addition of many new statistical tables on 
all phases of business finance. Including this appendix 
there are a total of 248 statisticai tables and a number 
of business forms contained in the 928 pages. 


Henry A. KrIEBEL 
Lehigh University 


Financing Defense Orders. Lynn L. Bollinger. (New 
York: McGraw-Hill Book Company, 1941. Pp. x, 
172. $2.50.) 


In this book, Professor Bollinger has given us an excel- 
lent account of the actual problems which are involved in 
financing the present-day war production. The first 
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problem is that of providing the necessary working 
capital. Many corporations are able to finance their 
own operations, either out of accumulated surpluses or 
through loans from commercial banks. Other vital and 
much needed concerns are not in such advantageous 
positions and must therefore rely upon government 
agencies, such as the Reconstruction Finance Corpora- 
tion, for their working capital. According to Bollinger, 
the problem of additional working capital may be ex- 
pected to become more acute in the future, first, because 
most concerns are now approaching capacity, and, sec- 
ond, because the reserves of even the large producers are 
rapidly becoming exhausted. 

Bollinger makes a case study of defense loans by 
commercial banks and he concludes that “in such loans, 
conventional credit requirements are far from being 
rigidly applied.” It is not to say that the banker is tak- 
ing undue risk, because the producer’s market is assured 
by the government. The banker is willing to codperate 
in any case where the producer shows the technical ca- 
pacity to produce. The banker is also protected by what 
is termed the “‘bankable” or “assignable contract.” In 
such case, the producer assigns over to the banker his 
government contract as collateral behind the defense 
loan. The banker is not, however, in all cases motivated 
by the desire for profit. Many defense loans are made for 
patriotic reasons which would ordinarily be regarded as 
“unprofitable.” 

There has never been a time, as at present, when gov- 
ernment has been so ready and able to furnish working 
capital to the private producer. The fiscal services of the 
RFC and the Federal Reserve are intended to supple- 
ment, and not to displace, those of the commercial 
banks and other private loan agencies. In many in- 
stances, government has also provided an advisory serv- 
ice which has rendered invaluable aid both to the manu- 
facturer and to the banker. The overlapping areas of 
fiscal services by government and private loan agencies 
to producers of defense materials are thereby being kept 
at a minimum. 

Having set forth the major problems of providing 
adequate working capital, Professor Bollinger then dis- 
cusses certain measures which should tend to eliminate, 
or to mitigate, these difficulties. 

He says that, in financing defense production, three 
major parties are concerned, (1) the manufacturer, 
(2) the banker and other private loan agencies, and, 
(3) the Federal Government. Ordinarily the problem of 
providing working capital is one only between the manu- 
facturer and the commercial bank; but, at. present, be- 
cause of the production for defense the Federal Govern- 
ment has a vital part at stake. Of these three parties, 
since the manufacturer is the first and prime mover in 
the process, his case will be considered first. 

Professor Bollinger says that the manufacturer could 
meet many of his problems, at least in part, in regard to 
working capital by, first, arranging his financial program 
before the formal contract with the Federal Government 
is signed. By this means, many untimely contracts may 
be avoided. Second, if his loan is refused by one banker, 
or there is great delay in granting it, the manufacturer 
should feel free to make application elsewhere. It is en- 
tirely possible that one banker might not be in a position 
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to make the loan whereas another could without delay. 
Third, if bank credit is not available, the manufacturer 
should then present his case to the Defense Contract 
Service, and finally to the RFC. Fourth, the manufac- 
turer might save considerable time by arranging for 
surety bond in advance. In about every case the Federal 
Government requires a guaranty of performance when 
the contract is let. Finally, the manufacturer could an- 
ticipate and be prepared for the numerous delays that 
always arise out of dealing with the Federal Govern- 
ment, such as contract terms, acceptance of the goods, 
disbursements on government orders, and receipt of 
payment. 

The banker can render great service to the manufac- 
turer of defense materials by urging him to make as 
many arrangements in advance as possible. The banker 
may be in a better position to make a concentrated 
study of the technicalities of Government contracts and 
their procurement procedures, and otherwise to save the 
manufacturer from costly mistakes. If the banker can- 
not decide promptly-on any application for a defense 
loan, he should notify the applicant without delay, and 
refer the matter to his Federal Reserve bank at once for 
action. The banker should make full use of the Uniform 
Trust Receipt Act to broaden his service, and to assist 
in securing the surety bond. A good research department 
in any bank could keep up to the minute information in 
regard to the technical production facilities of all the 
potential producers of defense materials in its commu- 
nity. If the banker is to render the maximum service in 
this defense program it may be necessary for him to 
make such loans only on the basis of productive capacity 
of the manufacturer; and, when necessary, to assist him 
in bringing his plant to that level of required size and 
efficiency. 

The Federal Government could eliminate many de- 
lays in the defense production program, first, by a more 
careful selection of the contractors; second, by a liberal- 
ization and simplification of contract terms; third, by 
making the machinery for inspection and acceptance of 
the goods more direct and efficient; fourth, by dispens- 
ing with, or greatly modifying, the surety bond require- 
ments on all defense orders and relying on liquidated 
damage clauses in the contract; and, finally, by paying 
in advance at least 30% of the contract price, and the 
balance from time to time as the defense materials are 
delivered, when such arrangements are necessary to sup- 
ply the producer with working capital. 


ORVAL BENNETT 
Washington University 


Elements of Accounting. Raymond W. Coleman. (New 
York: McGraw-Hill Book Company, Inc., 1941. Pp. 
xi, 294. $3.00.) 


The author begins his preface with the statement 
that, “This book is designed for a short course in ac- 
counting at the college level.” (p. vii) There has been a 
limited selection of texts in this field and this volume 
should prove of interest to any one in charge of a one 
semester survey course in accounting. 
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Professor Coleman states on the same page of his 
preface that, “Emphasis has been placed on the uses and 
interpretation of accounting data, but attention has also 
been given to the procedures whereby these data are 
entered into the records.”’ The relative weight which he 
has accorded these two phases is indicated by the fact 
that only seven of the fifteen chapters deal with what is 
generally considered the fundamental accounting cycle; 
from the books of original entry through the adjusting 
and closing process with the use of working papers to the 
preparation of statements. 

Unfortunately, this has led to a rather sketchy treat- 
ment of the fundamental recordative processes and 
ledger techniques. For example the voucher system is 
covered in five pages, the bulk of which consists of an 
illustrative problem. (pp. 99 et seq.) In his effort at 
condensation, the author has made extensive use of 
numbered sets of rules and procedures. For example 
the bulk of the textual discussion of worksheets consists 
of a list of five steps necessary for their preparation. (pp. 
70-4) 

The traditional balance sheet approach is used with 
the discussion of statements coming before the introduc- 
tion of ledger accounts and bookkeeping techniques. The 
author acknowledges his indebtedness to Professor 
Paton for the influence of his writings and the use of the 
fundamental equation in the form Assets= Equities, a 
Paton hallmark, bears witness to this influence. 

The second part of the book is made up of two chap- 
ters on valuation, one each on the partnership and the 
corporation, two on cost accounting and two on state- 
ment analysis. The scope of some of these later chapters 
is indicated by the fact that he includes such topics as 
the liquidation of partnerships by instalments and the 
transfer of a partnership to a corporation. Under state- 
ment analysis, in addition to the usual ratio discussion 
he includes the statement of sources and application of 
funds and the statement of variation in profit. The two 
chapters on cost accounting include both process and 
specific order cost and contain illustrations of many of 
the basic forms used in the latter. The chapters on valu- 
ation contain the usual topics. Professor Coleman is to 
be commended on his opening paragraph in Chapter 
VIII in which he states, “A study of procedures and 
statements is apt to leave one with the impression that 
accounting possesses the logical coherence and consist- 
ency of an exact science. Orderly columns of figures in 
the books and statements imply an exactness and a 
finality to accounting values which, in fact, do not 
exist.” 

Each chapter is followed by a list of suggested read- 
ings and review and discussion questions. There are 78 
problems covering 46 pages at the end of the book which 
should provide ample problem material for a one sem- 
ester course. 

There are a number of minor errors such as might be 
expected in a first edition but the major criticism of the 
book, otherwise well conceived, is that the author tried 
to cover too wide a scope for a short volume. 


Henry A. 
Lehigh University 
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Speed Methods of Statistics. Donald E. Church. (New 
York: The Ronald Press Company, 1940. Pp. 97. 
$3.00.) 


In the study of time series usually the data are 
plotted either upon an arithmetic grid or upon a ratio 
grid. In the first case, the purpose is to show the abso- 
lute or arithmetic differences between the two sets of 
plotted points. In the second case, the objective is to 
picture the ratio between the plotted values. Because 
in either case the analysis requires that the spread be- 
tween the two curves be interpreted, a mechanical de- 
vice which interprets this spread may be of help, 

The book under review suggests and explains the use 
of such a mechanical device. Fundamentally, this device 
consists of an open frame, which may be likened to an 
empty picture frame, a double guide stick and a sheet of 
glass. The glass may be clamped along one side between 
the two parts of the guide. If the frame is placed on the 
glass with one side against the guide stick, it can be 
moved back and forth with the same side always in con- 
tact with the guide stick. By this means any point 
marked on a semitransparent sheet of paper attached to 
the frame will move in a straight line. In use, two 
graphs, whose spread it is desired to study and which 
are drawn on thin graph paper, are so placed on the 
glass that the vertical lines marking the time scales are 
parallel to the guide stick. A horizontal line drawn on the 
frame mounted paper then may be used as the base line 
from which the spreads of the two curves can be plotted 
quickly by moving the frame to a new position for each 
of the eriginal plotted points. The result will be a broken 
line on the frame paper, the height of which from its 
base line is the spread between the two curves. 

In arrangement, the book first discusses certain 
principles of charts and charting; then the application 
of the device is made to trend lines, seasonals, and cycles. 
The discussion is extended by the use of a supplemen- 
tary diagonal line to the work of constructing scatter 
diagrams for correlation problems. 

The book suggests a clever mechanical device for those 
who already understand statistics and who are seeking 
short cuts or time-saving methods. Unfortunately, how- 
ever, the style of the writing makes it difficult to sort 
out the new material from that which is well known. 
For those who work extensively with economic time 
series or with correlation, the device might be a sub- 
stantial time-saver. The difficulty, however, is that in 
the general run of business problems which occur in the 
management of individual companies there are com- 
paratively few which require this type of analysis. It is 
believed, consequently, that the device will not be so 
widely used as might at first sight seem to be possible. 


THEODORE H. BROWN 
Harvard University 


Money and Banking, Revised Edition. Major B. Foster 
and Raymond Rodgers. (New York: Prentice-Hall, 
Inc., 1940, pp. xviii, 733. $4.00.) 


One of the most timely contributions in the field is 
provided by the recent appearance of the revised edi- 
tion of Money and Banking, by Foster and Rodgers. 
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On the basis of classroom experience some rearrange- 
ment in chapters has taken place. 

The book, while following the traditional pattern for 
texts in banking has considerable to commend it. At the 
outset interest is aroused in the subject by means of 
the historical approach. The fundamental principles are 
presented in a concise, readable manner with frequent 
practical and current illustrations. In response to fast 
changing conditions two new chapters have been added, 
one dealing with investment functions in commercial 
banks, and the other with credit control. Well handled 
and practical are the portions dealing with consumer 
financing and bank organization. The authors make es- 
pecially clear the always perplexing problems of foreign 
exchange and the financing of foreign trade. 

The text of over seven hundred pages concludes with 
nearly a hundred pages devoted to foreign banking 
systems. In the light of the great need that will de- 
velop for an understanding in this field of economics 
with the conclusion of the present war such an inclusion 
appears warranted. Review questions and problems are 
found at the end of each chapter. 

GraEME O’GERAN 

Syracuse University 


Stock Brokerage Accounting. Charles H. Langer. (Chi- 
cago: Walton Publishing Company, 1940. About 500 
pages. $5.00.) 


This is the first volume devoted exclusively to bro- 
kerage accounting. As an authority in the writing of 
accounting subjects, Mr. Langer is well qualified to 
write on such a highly technical accounting topic. The 
varied intricacies of the subject have apparently kept 
writers aloof from brokerage accounting. Mr. Langer 
has been able to surmount many difficulties and bring 
the subject to a practically understandable level. 

The volume consists of seventeen lectures comprising 
about five hundred standard pages. “About” is used ad- 
visedly, since the book is eight and one-half by eleven 
inches and each page makes up approximately two and 
one-half normal size pages. 

A summary of the contents is as follows: 

Lecture 1: General definitions and security transac- 

tions are presented here. 

Lecture 2: This lecture explains the organization and 

operation of the Order, Purchases, and Sales Depart- 

ments of stock brokerage houses. 

Lectures 3-5: A detailed description and illustration 

of the function and records of the Stock Clearing 

Corporation and the Clearing House of the New, 

York Stock Exchange is given in these lectures. 

Lecture 6: This presents a skillful analysis of the cus- 

tomers’ margin long and short accounts, customers’ 

special cash accounts, and interest on debit balances. 

Lecture 7: The functions of “failed to deliver,” 

“failed to receive,” and loans to and from brokers are 

given here. 

Lecture 8: The handling of securities and dividends 

is considered in this lecture. 

Lecture 9: Received, delivered, equity, margin, 
position, position changes, and summary records are 
fully discussed here. 


| | 

fhis 
sand 
salso 
hhe @ 
fact 

at is 
ycle; 
sting 
o the 
reat- 
and 
2m is 
of an 
rt at : 
se of 
mple 
sists 
(pp. 
with 
uCc- 
. The 
essor 
f the 
es, 

| 

d the 
tate- 
pters 
Cs as 
1 the 
tate- 
ssion 
on of 
2 two 
and 

y of 
valu- 

is to 
apter 

and 
that 

ist- 
es in 
nd a 
» not 
read- 
re 78 
hich 
sem- 
f the 


318 


Lecture 10: Ex-clearing House transactions and 
settlement records are explained and illustrated in 
this lecture. 

Lecture 11: Here, miscellaneous and odd-lot trans- 
actions are carefully analyzed and illustrated. 
Lecture 12: This lecture presents the accounting and 
management of customers’ accounts as prescribed 
by the Regulations of the Board of Governors of the 
Federal Reserve System. 
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prescribed by the Regulations of the New York 
Stock Exchange. 

Lecture 16: The organization and operation of the 
Chicago Stock Exchange are discussed here. Diver. 
gencies from the New York Stock Exchange practices 
are also pointed out. 

Lecture 17: This lecture concludes the book with an 
outline of the balance sheet audit as required by 
Regulation 532 of the New York Stock Exchange. 


Lecture 13: A clear, illustrated explanation and 
handling of the New York Stock Exchange margin 
requirements under the long and short positions are 
masterfully presented. 

Lecture 14: This presents, explains, and illustrates 
the New York Stock Exchange Questionnaire dealing 
with the annual audit requirements. 

Lecture 15: In this lecture is provided a minute ex- 
planation of the financial condition and capital re- 
quirements of the members and member firms as 


The volume is replete with illustrations and forms 
and should enable any intelligent and careful reader to 
understand the ramifications and complexities of stock 
brokerage accounting without two much difficulty. The 
author deserves the congratulations of all those who 
know and appreciate the Herculean task of writing in an 
understandable manner on such an intricate and tech- 
nical subject. 

ALFRED D’ALESSANDRO 

Northeastern University 
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UNIVERSITY NOTES 


Harry D. KERRIGAN 


UNIVERSITY OF FLORIDA 


During the 1941 summer session, Professor 
D. M. Beights exchanged his position with that 
of G. G. Fullerton of the University of Colorado. 


UNIVERSITY OF ILLINOIS 


R. L. Boyd, who taught in the Illinois State 
Normal University, has been appointed auditor 
in the business office and will hold the rank of as- 
sistant professor. Mr. Boyd is a C.P.A. and is 
nearing the completion of a doctorate in ac- 
countancy. 

Specialized accounting systems is the title of 
a book by H. H. Baily just published by John 
Wiley & Sons. 

The following promotions were made recently: 
R. P. Hackett, to associate professor and associate 
dean; C. A. Moyer, to assistant professor. Lloyd 
Morey was elected president of the Illinois 
Society of C.P.A.’s at the June meeting. Leaving 
research and administrative posts for greater 
time to teaching were Messrs. A. C. Littleton and 
C. F. Schlatter; the former has resigned as as- 
sistant director of the bureau of business research, 
in which capacity he had served for 20 years, and 
the latter retired from his position as associate 
dean. 


UNIVERSITY OF MONTANA 


Dr. A. P. L. Turner is returning to his post 
after a year’s leave of absence. 


NORTHWESTERN UNIVERSITY 


The offering in the evening divison of the school 
of commerce this year will reach an all-time high 
in the number of different subjects available in 
the field of general accounting, costs, taxation, 
and auditing. Some twenty-five different general 
and specialized courses have been placed in the 
offering program of the department of accounting. 

A new edition of Accounting Method, by C. 
Rufus Rorem and Harry D. Kerrigan has been 
sent to press and will be available in January, 
1942. This book is designed for college students 
and is intended to serve as a first-year textbook 
in the field of accounting. The publisher is the 
McGraw-Hill Book Company, Inc. 


UNIVERSITY OF OREGON 


Leaving as instructor in accounting is Mr. O. R. 
Anderson. Arriving in a similar capacity is Mr. 
D. K. Griffith. 


UNIVERSITY OF PENNSYLVANIA 
Mr. C. H. Rankin has left the accounting staff 
in order to join the law firm of Drinker, Biddle, 
& Reath, of Philadelphia. 


UNIVERSITY OF SouTH DAKOTA 


Mary E, Olson has been promoted from the 
rank of associate professor to that of professor of 
accounting. 

SYRACUSE UNIVERSITY 


Dr. D. Walter Morton died on July 6. He was 
director of the school of extension teaching and 
adult education, a teacher of accounting, and a 
C.P.A. Professor G. E. Bennett was reappointed 
as a member of the New York state board of 
C.P.A. examiners. This has the effect of adding 
five years to the twelve years Mr. Bennett has to 
date served as member of the board. 


TEMPLE UNIVERSITY 


The following members of the accounting de- 
partment have recently received appointments 
on public service projects: R. J. Christy, commit- 
tee on education, Penn. Institute of C.P.A.’s; 
also, committee on study and research (chairman) 
Philadelphia chapter, Penn. Institute of C.P.A.’s. 
R. J. Curry, committee on education, Penn. In- 
stitute of C.P.A.’s. S. K. Atkinson, board of 
directors, Philadelphia chapter, N.A.C.A. 

Mr. H. W. Wright will take up his duties this 
fall as assistant professor of accounting. Mr. 
Wright possesses a C.P.A. certificate of the state 
of Texas, and a master’s degree of the University 
of Iowa. 

UNIVERSITY OF TEXAS 


Professor F. F. Tannery will resume teaching 
after a leave of absence during which he was as- 
sociated in a research capacity with the National 
Association of State Auditors, Controllers, Treas- 
urers, Chicago. C. Aubrey Smith will join, for the 
coming year, the controller’s staff of the Humble 
Oil and Refining Company. Professor Smith will 
be on leave from his university work during this 
period. 
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AMERICAN ACCOUNTING ASSOCIATION 
TWENTY-SIXTH ANNUAL MEETING 


December 29-30, 1941 
Hotel Astor, New York, N.Y. 


TENTATIVE PROGRAM 
FIRST SESSION Monday, December 29, 9:30 a.M. to 4:30 P.M. 
Chairman: Eric L. Kohler, Chicago, Illinois. 
Topic: Accounting Principles Underlying Corporate Financial Statements. 
Papers: The various sections of the statement have been assigned to particular 
speakers. 
Speakers: Samuel J. Broad, Peat, Marwick, Mitchell & Co., New York, N.Y. 
James L. Dohr, Columbia University. 
Howard C. Greer, Vice President, Kingan & Co., Indianapolis, Indiana. 
W. A. Paton, University of Michigan. 


William W. Werntz, Securities and Exchange Commission, Washington, 
D.C. 


SECOND SESSION Monday, December 29, 6:30 P.M. 


Annual Banquet and Business Meeting. 
Reports of Officers and Committees. 


THIRD SESSION 9:30 a.m. Tuesday, December 30. 


Round Tables 
Topic A: Accounting Principles 
This round table is being scheduled to give members an opportunity to 
discuss the recent statement by the Executive Committee, “Accounting 


Priciples Underlying Corporate Financial Statements.” Speakers at the 
first session will be present to participate in this discussion. 

Topic B: Examinations 

Chairman: E. A. Heilman, University of Minnesota. 
This sessioin is being organized to give teachers an opportunity to discuss 
the vital problem of testing student accomplishment. Mr. John H. Zebley, 
Jr., Chairman of the Board of Examiners of the American Institute of 
Accountants, will present a paper on the C.P.A. examination. 


FOURTH SESSION 2:00 p.m. Tuesday, December 30. 
Round Tables 


Topic A: Cost Accounting Problems Arising out of the Defense Program 
Chairman: Herbert F. Taggart, Office of Price Administration, on leave from 
University of Michigan. 
Papers: “Problems of Cost Accounting Instruction in Connection with the 
Emergency Training Program” 
S. P. Garner, University of Alabama. 
“Cost Accounting Problems in Connection with Price Control” 
Martin Black, Jr., Office of Price Administration, on leave from Duke 
University. 
“Cost Accounting Problems in Connection with Government Contracts” 
Lieutenant Commander Hermann C. Miller, U.S.N.R., on leave from the 
Ohio State University. 
Topic B; Federal Accounting 
Chairman: Fayette H. Elwell. 
Papers: The papers will deal with the problems of budgeting, accounting, report- 
ing and auditing for the Federal Government. 
Speakers: E. F. Bartelt, Washington, D.C.; J. Weldon Jones, Washington, D.C. 
and others. 


PLAN TO ATTEND THE ANNUAL MEETING 
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